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Critical Issues & Decisions 

PREFACE 

The Graduate School, USDA, is a dynamic, nonprofit government 
organization whose mission is to provide continuing education to 
government employees. Although originally founded to give post¬ 
graduate education to agricultural research scientists, the Graduate 
School has since broadened its programs to serve the government 
overall. Since 1921, the School has served hundreds of thousands 
of government workers, their agencies and ultimately the public 
served by government. The School takes pride in its relevance to 
rapidly changing times. 

For management and executive leadership, relevance has a broad 
meaning. Executives must make decisions based on theories—under¬ 
lying assumptions about how and why things operate the way they 
do. Especially in the 1980s, the analysis of economic theory is funda¬ 
mental for executive development. 

This volume, Ideas Confront Reality: An Analysis of Critical 
Issues in the Reagan Era, is an outgrowth of the Critical Issues and 
Decisions Series, which dates back to 1961. Twenty years ago the 
Graduate School launched a seminar series in which select leading 
thinkers focused on timeless issues of current importance. Their 
purpose was to search for truths that might be applied to con¬ 
temporary problems. The same purpose animates the current series. 
The principal issues in these papers deal with economic theory, 
foreign policy, and the Constitution. These are timeless subjects 
with topical relevance. The seminar series provided an opportunity 
for a group of federal government executives to hear these ideas, 
read about them, and discuss them with the five guest resource 
persons. Their comments are included at the close of each chapter. 

I hope this volume has captured the essence of those ideas and the 
dialectical flavor of that dialogue. 

As in any effort of this type, there are many who make significant 
contributions. Dr. John Holden, Director Emeritus of the Graduate 
School, deserves credit for providing overall leadership to the series. 
Dr. Clark Edwards, of the Department of Agriculture, provided able 
direction to the discussions and to program planning. Dr. Donald J. 
Senese, of the Department of Education, edited this publication and 
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provided his valuable advice during the entire process. In addition 

to the above, Dr. Leonard Oliver, of the National Endowment for 

the Humanities; Chuck Heatherly, of The Heritage Foundation; and 

L. Scott Varner, of the Graduate School Staff, helped the program. 

Terry Wells coordinated the operations of the seminar, and Dolores 

McDonagh provided administrative assistance. 

Our deepest appreciation goes to the resource people who gave 

of their time and energy to prepare papers for this publication and 

to discuss them with seminar participants. Our thanks also to those 

seminar participants for their enthusiasm and insights. 

All books published by the Graduate School Press are reviewed by 

the Graduate School's Committee on Publications, under the leader¬ 

ship of Peter A. Smith. Other members of the Committee are Theo¬ 

dora E. Carlson, James A. Horton, Hubert W. Kelley, Jr., Robert 

J. McKendry, and Julie N. Walker. Norma Harwood, Margaret 

Brown and Linda Coyle of the Graduate School staff provided 

invaluable help in preparing and printing the manuscript. 

Reflecting upon his experience in the 1962 Critical Issues Seminar, 

participant Rollien Wells wrote in part; 

"A single candle cannot light a hall, 

But, multiplied, it pushes back the night. 

Don't stop! This course can open wide the eyes, 

Supply a thousand men with clearer visions 

To meet the issues of the world with wise 

Decisions." 

As the Graduate School celebrates its 60th year of service to 

government, we hope that this effort, as well as others, may help 

government to deal better with the increasingly complex problems 

facing the U.S. and the world. 

Edmund N. Fulker 
Director, Graduate School 
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INTRODUCTION 

One of the greatest challenges of governing is translating ideas into 

practice—into the day-to-day operation of government. The USDA 

Graduate School Program chronicled in these pages attempted in 

a modest way to do just that by bringing together government 

policymakers and economists who address with authority the wis¬ 

dom of supply-side economics. The seminar was particularly timely 

because in 1981 the United States is entering a new decade, and a 
national election has brought to power a Republican President 

(by a landslide), Republican control of the U.S. Senate for the 

first time in a quarter of a century, and significant Republican 

gains in the U.S. House of Representatives. Viewing the funda¬ 

mental differences in philosophy which separated the Democrat 

and Republican presidential nominees in the 1980 contest, many 

political prognosticators have heralded the 1980 election as the 

most significant shift in U.S. economic policy since the election 
of FDR to the presidency in 1932. 

The problems the United States faces at the beginning of the 

1980s are serious: double digit inflation, large unemployment, high 

interest rates, growing federal deficits, an expanding money supply, 

a low level of productivity, increased foreign competition that is 

worsening domestic economic conditions, and crises in various 

world "hot spots" that threaten world peace (e.g., the Persian 
Gulf, Latin America, Afghanistan, Poland, Southeast Asia). Can 

the Reagan Administration turn the tide? Can new programs and 

policies solve or at least ameliorate some of our more serious eco¬ 

nomic problems? Can the United States achieve increased produc¬ 

tivity, expanded employment, and lower inflation as it moves toward 

a stable economic policy? Can the United States gain the initiative 

in the world politics building its strength while maintaining peace? 

The answers will come not only from the elected officials but also, 

at least in part, from policymakers at all administrative levels of the 

Executive branch. 

Dr. Donald J. Senese, Assistant Secretary Designate for the Office of Education¬ 
al Research and Improvement, U.S. Department of Education. 
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The economic program of the Reagan presidency has captured so 

much attention because it attempts to substitute a philosophy of 

economic growth (or supply-side economics) for the long-dominant 

New Deal-Great Society-Keynesian approach which relied heavily on 

the federal government to control the nation's economy. The Reagan 

Administration offers a comprehensive economic shift in emphasis 

away from the public towards the private sector of the economy 

by the following: (1) a substantia! reduction in federal expenditures 

of at least $40 billion in the Fiscal Year 82 budget and a downward 

shift in federal spending growth rates from 16 to 7 percent, to move 

toward a balanced federal budget, (2) a 3-year, 30 percent reduction 

in all individual income tax rates designed to restore incentives and 

renew economic growth, (3) a reduction in federal regulation, 

particularly those regulations which are excessively burdensome to 

the national economy and those affecting the key industrial sector, 

and (4) a movement toward a consistent and stable monetary policy. 

The philosophy motivating these goals found clear expression in the 

message sent to Congress by President Reagan: 

This plan for national recovery represents a substantial break 

with past policy. The new policy is based on the premise that 

the people who make up the economy—workers, managers, 

savers, investors, buyers, and sellers—do not need the govern¬ 

ment to make reasoned and intelligent decisions about how best 

to organize and run their own lives. They continually adapt to 

best fit the current environment. The most appropriate role for 

government economic policy is to provide a stable and un¬ 

fettered environment in which private individuals can con¬ 

fidently plan and make appropriate decisions. The new re¬ 

covery plan is designed to bring all aspects of government policy 

a greater sense of purpose and consistency. 

Central to the new policy is the view that expectations play an 

important role in determining economic activity, inflation, and 

interest rates. Decisions to work, save, spend and invest depend 

crucially on expectations regarding future government policies. 

Establishing an environment which ensures efficient and stable 

incentives for work, saving, and investment now and in the 

future is the cornerstone of the recovery plan.1 
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The "past policy" from which this philosophy departs is that 

advocated by John Maynard Keynes in The General Theory of 

Employment, Interest and Money. Keynes believed that the central 

government, by a policy of stimulus and restraint, could smooth 

out the ups and downs of the economy and that government activity 

was needed to keep the economy operating at a level of prosperity 

for all. Despite Keynes' erudition the performance did not live up 

to the promise. In fact, government policies are not simply a choice 

between high inflation (and low unemployment) on one hand and 

low inflation (and high unemployment) on the other. The late 

1960s and 1970s brought both high inflation and high unemploy¬ 

ment in a stagnating economy. Economists James Gwartney and 
Richard Stroup observe that just as Adam Smith set the stage for the 

free trade environment in the nineteenth century, so did the Keynes¬ 

ian macroeconomic thinking establish "the foundation for the poli¬ 

cies which provided us with the inflation, unemployment, and 

stagnation of the 1970s."2 

Before the Reagan Administration embraced supply-side econom¬ 

ics, the foundation had been established by such luminaries as 
Professor Arthur Laffer of the University of California, journalist 

Jude Wanniski, and Congressman Jack Kemp of New York. Accord¬ 

ing to their approach, a tax cut would do more than just cut taxes 

and reduce government revenue; a tax cut could also be used to in¬ 

fluence certain desirable behavior. The Laffer Curve posits two rates 

that produce the same revenues. The task of political leaders, accord¬ 

ing to the theory, is to find that rate which maximizes income 

growth while allowing the distribution of income consistent with 
welfare. 

The Laffer Curve has political as well as economic consequences. 
Wanniski believes that the Republican Party forgot this economic 

lesson (1) when it supported the the Smoot-Hawley Tariff in 1930, 

thus aggravating the severity of the Great Depression, and (2) later 

when President Eisenhower in 1953 opposed H.R. 1, which would 

have resulted in a 20 percent across the board tax cut in 1953. Thus, 

Wanniski reasons, the way for the Republican Party to grow is 

through embracing the Laffer Curve with a commitment to economic 

growth, not redistribution, and this political road will lead to a 

Republican renaissance.3 Congressman Jack Kemp views the challenge 
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of the 1980s as one of exciting the "vital qualities of human ingenu¬ 

ity and pressing ahead to gain the necessary tax and monetary re¬ 

forms which will premit growth."4 And political columnist David S. 

Broder has described the Reagan-Laffer-Wanniski-Kemp program as 

essentially a "new doctrine of growth and incentives, keyed to 

lowered tax rates and less regulation."5 

In addition to the tax policy, the Reagan Administration program 

will involve government executives in another new role—the shift of 

the focus on certain current programs from the federal government 

to administration by the states via the "block grant" program. 

While making no claims that federal administration is automatically 

less efficient than state administration, the tacit thesis behind the 

program is that greater decision-making powers should be located 

close to the people who will be affected by the program. 

The shift in decision-making power to state and local governments 

is an outgrowth of the ongoing debate in American society over the 

proper role of government. In writing an introduction to a book 

on the problems and recommended policies for the next decade, 

Hoover Institution scholars Peter Duignan and Alvin Rabushka note 

that the American political climate is turning away from the ortho¬ 

doxies of the 1960s and 1970s (dramatic growth in legislation, 

government regulation, public sector spending, and bold new policy 

initiatives in a host of social areas), while government in the 1980s 

is likely to remain more circumspect and less likely to spend beyond 

its fiscal means than in the past two decades.6 Professor James Q. 

Wilson has documented the harmful side effects of overregulation 7 

Milton and Rose Friedman have espoused a number of new pro¬ 

posals promoting private sector involvement over public sector 

intervention.8 And two college economics professors, James T. 

Bennett and Manuel H. Johnson, advocate a greater reliance on the 

private rather than public sector to produce goods and services more 

efficiently.9 

The Reagan Administration's foreign policy will enhance the role 

of the Defense Department and give a different orientation to the 

State Department. The outlines of new policies are clearly visible: 

a harder line against Soviet aggression; a renewal of ties with U.S. 

allies throughout the world; renewed efforts against internal terror¬ 

ism; a shift in the human rights policy which will balance it with 
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national security considerations; and especially a stronger national 
defense establishment as a preparation for any renewed arms limita¬ 

tion talks. Government executives will be dealing with these new 

policies at the Defense and State Departments, the Central Intelli¬ 

gence Agency, the Peace Corps, and U.S. embassies throughout the 

world. A post-Vietnam syndrome left the United States meek and 

timid in world affairs. The resolution of the Iranian hostage crisis, 

criticism of Soviet aggression (e.g., Afghanistan) and a renewed 

interest in combating terrorism and revolution in Latin America 

reflect certain new directions already in foreign policy. During the 

1960s and 1970s there was a hostility toward the U.S. role in world 
affairs from the intellectual class and the media. A shift has taken 

place in public perceptions of the U.S. role—a shift which became 

evident during the 1980 presidential campaign. And a perceptive 
observer such as Commentary editor Norman Podhoretz views 

the shift as one away from a cult of appeasement to a "new national¬ 

ism," represented by a stronger defense establishment and agrowing 

concern with the increasing strength and hostile actions of nations 

like the Soviet Union.10 

Will these ideas in domestic and foreign policies be incorporated 

into workable programs for the 1980s? Only the actual events of the 

next few years will be able to answer that question decisively. Ac¬ 

cording to Peter Steinfels, intellectuals serve as advisors to office¬ 

holders and political candidates, write speeches, propose programs, 

draft legislation, and serve on special commissions. The mass media 

amplify ideas for a wider audience. Steinfels assigns two major 

tasks to these intellectuals: (1) they lend to officeholders their 

expertise in particular fields of public policy and work out the 

details of political measures, and (2) as the traffickers in society's 

symbols and values, they legitimize these ideas and policies. While 

noting that politics is the art of the possible, Steinfels warns against 

underestimating the crucial role that thinkers, writers, and artists 

have in defining for practical men just what is possible.11 

Dr. Russell Kirk, whose 1953 work The Conservative Mind pro¬ 

vides a history of conservative thought, notes that in the United 
States and Britain it takes at least three decades for a body of convic¬ 

tions to be expressed, discussed, and incorporated into public policy. 
He dates the American intellectual renewal of conservative ideas to 
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12 
about 1950. Herbert Stein notes that for years "big tax cuts, bal¬ 

anced budgets and indiscriminate references to getting government 

off our backs" have been a platform to get into office, but now 

conservatives will "have to discover what they want to stand on."13 

The speakers in the "Critical Issues and Decisions for Govern¬ 

ment Executives" series represent a broad spectrum of expertise 

on public policy. The nature of supply-side economics has been 

described by two speakers: Dr. Charles T. Schultz and Dr. Don 

Paarlberg. Examining detente and alternatives to it constitutes the 

focus of the address by Dr. Robert L. Pfaltzgraff, Jr. The broader 

policy questions concerning our constitutional government are 

explored by Dr. Robert A. Goldwin. And finally an attempt to take 

a long-range look into the 1980s and the future beyond is provided 

by Dr. William Branson. Over 25 senior level government officials 

attended each session, asked questions, participated in the discus¬ 

sions, and then, breaking into separate teams, submitted commentary 

on each topic. That commentary is included in this book. A list of 

the participants, who brought a wide range of views and experience 

to this process, is also included. Hopefully, these senior-level officials 

will take the information and the spirit of the program back to their 

agencies. 

This seminar sought to allow the participants to identify better 

the key social, economic, and political forces and problems, evaluate 

the implications of these forces and problems for governmental and 

private sector policy decisions, develop other strategies for dealing 

with the critical issues discussed in this seminar, and describe the 

complex interrelationships of the issues and thereby the difficulty 

of attempting to resolve them independently of one another. 

The USDA Graduate School has conducted the "Critical Issues 

and Decisions" course previously and issued collections of these pro¬ 

ceedings in 1961, 1963, 1964, and 1967. This volume marks the 

twentieth anniversary of the series. 
As we continue to observe and reflect on the Reagan Administra¬ 

tion, it is clear that this Administration has an operative Conservative 

philosophy and agenda which greatly influences its policies. President 

Reagan has made this clear in numerous statements, but particularly 

clear in his address to a gathering of his long-time supporters at the 
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Conservative Political Action Conference on March 20, 1981, at the 

Mayflower Hotel in Washington, D.C. The President related: 

For whatever history does finally say about our cause, it must 

say: The conservative movement in twentieth century America 

held fast through hard and difficult years to its vision of the 
truth. 

And history must also say that our victory, when it was achieved, 

was not so much a victory of politics as it was a victory of 

ideas, not so much a victory for any one man or party as it 

was a victory for a set of principles—principles that were pro¬ 

tected and nourished by a few unselfish Americans through 

many grim and heartbreaking defeats. 

We have come to a turning point. We have a decision to make. 

Will we continue with yesterday's agenda and yesterday's 

failures, or will we assert our ideals and our standards, reaffirm 

our faith, and renew our purpose? This is a time for choosing.14 

Having abandoned "yesterday's agenda and yesterday's failures," 

will the Reagan conservatives successfully translate their ideas into 

realistic policies that will solve the problems to meet the challenges 

of the next decade? This book attempts to provide some guidelines 

in answering that question. 

1 Henry Steele Commager, The Empire of Reason: How Europe Imagined and 

America Realized the Enlightenment, Garden City, New York: Anchor 

Press/Doubleday, 1978, p. XI. 

o 

James Gwartney and Richard Stroup, "The Creation of Economic Chaos: In¬ 

flation, Unemployment, and the Keynesian Revolution," The Intercol¬ 

legiate Review, 16 (Fall/Winter, 1980), No. 1, p. 3. An article which re¬ 

futes the Keynesian interpretation of the Great Depression as a breakdown 

of the old economic order built on free markets and competition can be 

found in Hans Sennholz's"The Great Depression: State-Caused Chaos," 
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Perspectives on Public Policy by the Council for a Competitive Economy, 

reprinted from the April 1975 issue of The Freeman, published by the 

Foundation for Economic Education. 

3Jude Wanniski, The Way the World Works, New York: Simon and Schuster, 

1978, pp. XII, 301. Irving Kristol, a leading neoconservative, has called 

the book the "best economic primer since Adam Smith." 

4Jack Kemp, An American Renaissance: A Strategy for the 1980s, New York: 

Harper and Row, 1979, p. 194. 

5David S. Broder, Changing of the Guard: Power and Leadership in America, 

New York: Simon and Schuster, 1980, p. 171. The supply-side approach 

is put in historic perspective by Tom Bethel I, "The Death of Keynes: 

Supply-Side Economics," National Review XII (December 30, 1980), 

No. 26, pp. 1560-1566. 

6Peter Duignan and Alvin Rabushka, The United States in the 1980s, Stanford, 

California: Hoover Institution, Stanford University, 1980, pp. XIX, 

XXVIII. 

7James Q. Wilson (Editor), The Politics of Regulation, New York: Basic Books 

Inc., 1980. 

o 

Milton and Rose Friedman, Free to Choose: A Personal Statement, New 

York: Harcourt Brace and Jovanovich, 1980. 

9James T. Bennett and Manuel H. Johnson, Better Government at Half the 

Price: Private Production of Public Services, Ottawa, Illinois: Caroline 

House Publishers, Inc., 1981. 

10Norman Podhoretz, The Present Danger, New York: Simon and Schuster, 

1980, pp. 86-89. 

11 Peter Steinfels, The Neoconservatives: The Men Who Are Changing America’s 

Politics, New York: Simon and Schuster, 1979, pp. 6-7. Steinfels presents 

some examples of how the legitimating process which creates an intellec¬ 

tual atmosphere occurs: "Daniel Bell writes a book and a syndicated 

columnist appropriates its theses for his Bicentennial musings. Irving 

Kristol derides a 'new class' of liberal intellectuals for its snobbish attitude 
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toward a business civilization, and Mobil Oil incorporates this idea in its 

public relations advertising. Alexander Bickel, Yale University Law School 

professor, writes an article on the failure of school integration in the 

North, and a White House aide refers to it twice in a 1970 memo to 

Nixon arguing that 'the second era of Re-Construction is over; the ship 

of integration is going down; it is not our ship. . .and we ought not to be 

aboard.' " Ibid., p. 6. 

12Russell Kirk, The Conservative Movement: Then and Now, Washington, DC: 

The Heritage Foundation, 1980, pp. 2, 10. 

1 3 
Herbert Stein, "Economic Policy, Conservatively Speaking," Public Opinion, 

4 (February/March 1981), No. 1, pp. 2-3. 

14"A Tribute to the Conservative Movement," National Review XXXIII (April 

17, 1981), No. 7, pp. 402-403. 
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THE INTEGRATION OF DEMAND AND SUPPLY 

SIDE POLICIES* * 

Charles L. Schultze 

Economic policy must place greater emphasis on supply-oriented 

measures during the decade of the 1980s for a number of reasons. 

First, an increase in the growth of aggregate supply, and especially 

in the growth of productivity, can raise the growth of output and 

employment that is consistent with a steady reduction in inflation. 

Second, reducing this country's vulnerability to higher oil import 

bills will require a substantially increased investment in alternative 

energy sources over the next 10 years. Finally, even if inflation 

were not a problem, a speed-up in the lagging rate of productivity 

growth would be essential to maintain the historic advance in our 

standard of living. 

The remainder of the chapter summarizes what has been happen¬ 

ing to productivity in the United States and briefly examines some 

of the reasons why the rate of productivity growth has declined. It 

also examines the need to increase the share of national resources 

allocated to capital formation and the Administration's response 

to that need. Finally, it discusses the relationship between demand- 

and supply-side policies and suggests how they must be integrated. 

Advances in productivity are the foundation of advances in our 

standard of living. Increases in output per worker lead to increases 

in real income. Healthy increases in productivity can free the funds 

needed to improve the conditions of disadvantaged groups while 
lessening the need for sacrifice elsewhere. Thus, when productivity 

growth declines, these other advances are delayed. But expectations 

of a rising living standard persist. They perpetuate demands for real 

income gains which can no longer be met and which lead to in¬ 

flationary increases in wages and to growth in government spending. 

Since the mid-1970s, the growth rate of labor productivity has 

been declining from its post-World War II highs. In recent years 

Senior Fellow, The Brookings Institution, Washington, DC 

* Excerpts from the Economic Report of the President, 1981 
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the decline has been so marked as to pose a major challenge to 

public policy. Because declining productivity growth brings with it 

prospects for slower improvement in our standard of living and 

contributes to inflation, a program to stimulate productivity growth 

must be a keystone of economic policy. 

Table 1 summarizes the post-war history of growth in productiv¬ 

ity. The data show a gradual worsening of the productivity decline 

as time has passed, with the last few years showing sharp declines. 

While just-completed revisions of the data may change the magni¬ 

tude and timing of the slow down, its existence and its costliness 

are unarguable. 

Table 1. Labor Productivity Growth, 1948-80 

(Percent change per year) 

Sector 1948 to 
1- 
1965 to 1973 to 1978 IV to 1979 III to 

1965 1973 1979 1979 IV 1980 III 

Private business sector. . . 3.2 2.4 0.8 -0.9 -0.1 

Nonfarm. 2.6 2.2 .6 -1.1 .1 

Note: Data relate to output per hour for all persons. 

Source: Department of Labor, Bureau of Labor Statistics. 

Some of the decline in productivity results from the way we 

measure it. In particular, productivity measurement counts as an in¬ 

put among the costs of governmental and private actions to ensure 

a cleaner environment, a healthier workplace, and safer consumer 

products, but it does not count the benefits of these actions as forms 
of output. 

It is difficult to interpret measures of productivity such as those 

in Table 1 without first distinguishing between changes caused by 

the business cycle and changes caused by longer-term factors. Be¬ 

cause it is costly to hire or fire, businesses typically do not reduce 

their work force proportionally when demand slackens or increase it 
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proportionally when demand is expanding. Chart 1 presents the 

recent history of productivity growth after correction for these 

cyclical influences. As the chart vividly shows, productivity grew 

very slowly during most of the years since 1973 and on several 

occasions actually declined. 

Chart 1. Productivity Adjusted for Cyclical Variation 

1965 66 67 68 69 70 71 72 73 74 75 76 77 78 79 80 

Note: Data are for private nonfarm business. AM persons. 

Source: Council of Economic Advisers. 

It would not be surprising to discover that the slowdown has 

many causes. Measured productivity growth is a distillation of a 

number of changes and influences. Many researchers have been in 

agreement that a number of factors have contributed in roughly 

equal magnitude to the slowdown. These factors have been dis¬ 

cussed in past Reports. In addition to increased governmental regula¬ 

tions, particular attention has focused on increases in energy prices, 
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declines in the rate of growth of capital relative to labor, and de¬ 
creases in spending on research and development. But there has also 

been widespread agreement that a large portion of the slowdown 

has not yet been explained. 

One of the causes of the decline in productivity growth has been 

the decline in growth of the capital stock relative to the labor force. 

Because a rising share of capital formation has been devoted to ad¬ 

justments to cope with higher energy prices and comply with en¬ 

vironmental and safety regulations, a diminishing fraction of in¬ 

vestment has been available to effect gains in productivity. Although 

these developments may not have been the primary causes of the 

productivity slowdown, increasing capital formation would never¬ 

theless be an effective way of reversing the slowdown. Many of the 

factors affecting productivity cannot be directly or immediately 

influenced by the government, but economic policy—especially tax 

policy—can influence the pace of capital formation. 

As a rule, an increase in the amount of capital invested per worker 

is associated with an increase in output per worker, that is, in in¬ 

creased productivity. 

There are two reasons for this. First, processes that generate more 

output per worker usually require more capital per worker, and 

second, increasing the ratio involves putting newer capital into place. 

The newer capital is likely to embody more advanced technology and 

will therefore increase the efficiency of the capital stock. 

During the 1960s the capital-labor ratio grew at an average rate 

of about 3 percent per year; over the last 5 years, however, the 

ratio has remained roughly constant. This development has been due 

to both the slower growth in the capital stock and the more rapid 

growth in employment and hours worked (Table 2). The 1974-79 de¬ 

celeration in the growth of capital is somewhat at odds with the 

rough stability in the investment share of GNP over the same period 

and requires some explanation. A greater share of investment is now 

being spent on relatively short-lived assets. The ratio of investment 

in equipment to investment in nonresidential structures has increased 

in recent years. The result is that each dollar of gross investment now 

yields less net investment because the capital stock is depreciating 

more rapidly. 
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Table 2. The Investment Share and Growth in the Capital-Labor Ratio 

1949-1979 

Real business 
fixed investment 
as percent of 
real GNP1 

Percent change, average annual rate 
(end of year to end of year) 

Period Net capital 
stock (non- 

o 

residential) 
Employ¬ 
ment3 Hours3 

Capital 
employ¬ 
ment 
ratio 

Capital 
hours 
ratio 

1949-59 9.1 4.0 1.1 0.7 2.9 3.2 

1959-69 9.8 4.6 1.6 1.2 3.0 3.3 

1969-74 10.5 4.2 1.2 .5 2.9 3.7 

1974-79 10.3 3.0 3.1 2.8 -.1 

L  

.2 

Average annual investment—GNP ratio, in percent. 

2 
Net fixed nonresidential business capital, 1972 dollars, end of year. 

3 
For private business, all persons. End of year calculated as average of year's fourth 

quarter and following year's first quarter. 

Sources: Department of Commerce (Bureau of Economic Analysis) and Department of 

Labor (Bureau of Labor Statistics). 

To restore the growth of the capital stock per worker to that of 

the 1960s would require that the share of investment in GNP rise by 

at least 1 percentage point from its recent average of about 10.5 

percent. Such a development should, at a minimum, restore the 

productivity growth lost from this source. Further improvement 
would require yet more investment. 

Apart from the necessity of improving the productivity growth 
rate, there are other reasons why future economic policy should 

encourage increased investment. Last year's Report discussed these 
needs in detail. The average age of the capital stock at the end of 

1979 was 7.1 years. This suggests that much of our plant and equip¬ 

ment was put in place when oil prices were much lower than they are 

now. Higher energy prices have shortened the service life of older 

and less energy-efficient capital and have made the speeding up of 

its replacement nationally beneficial. The magnitude of these in- 
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vestments is difficult to estimate, but it could represent another 1 

percent of GNP per year. 

Additional investment requirements arise from the need to con¬ 

tinue domestic production of oil, coal, and natural gas at sharply 

higher investment costs per unit of energy produced and to expand 

the investment devoted to alternative energy sources. Conservatively 

estimated, they amount to another.5 percent of GNP. 

During the late 1960s and early 1970s, before the first surge in 

oil prices, real business fixed investment averaged about 10.5 percent 

of GNP. In 1978-79, the investment share averaged slightly higher, 

around 10.75 percent, probably reflecting additional investment 

in the energy industries. On the basis of a rough judgment, continued 

investment of about 10.5 percent of GNP would meet the "normal" 

requirements of a moderately growing economy and hold the capital 

stock per worker approximately constant, as it has been in the past 

5 years. But it would not provide for an expansion of capital per 

worker or for the nation's increased needs for energy investment. 

Meeting these objectives will require much greater investment. 

Since the growth of aggregate demand and total GNP will be con¬ 

strained in the years immediately ahead by the need to reduce in¬ 

flation, the extra investment cannot come from additional GNP 

growth but will have to displace consumption or government spend¬ 

ing, the other major components of GNP. According to the estimates 

presented earlier, the share that investment takes in total output 

will have to rise substantially from a normally expected 10.5 percent 

or so to 12.5 or 13 percent, and the combined share of consump¬ 

tion and government spending will have to fall by a corresponding 

amount. 

It is virtually certain that such a large increase in the investment 

share will not occur without deliberate government policies. The 

major elements of such a policy lie in a combination of federal tax 

measures and expenditure control. In the future, federal personal 

tax receipts will take a steadily increasing share of personal income 

as inflation pushes taxpayers into higher brackets. As oil prices are 
decontrolled, revenues will be transferred from purchasers—who will 

pay the higher prices—to the federal government through the wind¬ 

fall profits tax. For both of these reasons the ratio of taxes to GNP 

will tend to rise and the growth of consumption will fall. If federal 
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expenditures are controlled so that their share of GNP does not 
rise, periodic tax reductions will be possible. Indeed, they will be 
necessary to prevent even moderate economic growth from being 

choked off. If a sizable fraction of those tax reductions concentrates 
on encouraging investment rather than restoring the growth of con¬ 
sumption, the share of investment in GNP can be raised. Of course, 
if the share of federal expenditures in GNP is not merely stabilized 
but reduced, the room for increasing the investment share of GNP 
through investment-oriented tax cuts will be even larger. 

Within this framework, tax reductions designed to increase the 
share of investment in GNP must meet two requirements: they must 
increase the demand for investment goods, and simultaneously they 
must increase saving, that is, they should not increase consumption. 
These two requirements are closely related, but they are not the 

same. There are a number of measures that might seek to increase 
saving but have little, if any, effect on the volume of business invest¬ 

ment. Forgoing tax cuts, letting effective tax rates increase, and 

creating a large federal budget surplus, for example, would appear 

to be one way of increasing national saving. Although such a policy 

would make possible a decline in interest rates, it would also create 

a substantial fiscal drag, reduce economic growth and private saving, 

and probably yield no increase in business investment spending. 

Conversely, measures that increase investment demand without 

making room for it with an increase in saving will yield an excessive 

growth in total demand and renewed inflationary pressure. Both 

aspects of the problem are important. Given the determinants of 

investment, what tax policies can best increase the demand for 

investment goods? What form of tax reductions is most likely to be 

channeled into saving rather than consumption? 

Expectations about future growth are critical in determining the 

volume of investment demand for the economy as a whole. But the 

discussion above suggests that investment needs to increase by more 

than the amount that would be associated simply with a normal 

expansion of output. A number of factors influence the amount of 

capital that firms want to use to produce a given amount of output. 
Chief among them are the attractiveness of the return on capital 

investment compared with other uses of investors' funds, the per¬ 

ceived riskiness of corporate investment, and the cost and availability 
of capital. 
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The experience of recent years demonstrates the deleterious 

effects inflation can have on investment. High inflation rates increase 

the perceived riskiness of investment, and this increased uncertainty 

makes planning for future capita! needs more difficult. The informa¬ 

tion about relative demand that is contained in price changes be¬ 

comes clouded when inflation is high. In addition, increasing rates 

of inflation are ordinarily accompanied by the expectation of sharply 

higher interest rates and monetary stringency. The expected slowing 

of growth in demand reduces the incentive to add capacity. 

But by far the most important effect of inflation on investment 

is its impact on tax accounting provisions and depreciation allow¬ 

ances. Depreciation is a cost of earning income from fixed capital 

assets. This cost is the reduced value of the asset due to use, aging, 

and obsolescence. The depreciation allowed for tax purposes is 

based on the historical cost of an asset. When inflation occurs, 

allowable depreciation is reduced relative to the cost of replacing 

the asset at today's price. Inflation therefore raises the tax on capital 

and reduces the rate of return on investment, and this problem 

worsens as the rate of inflation increases. 

The inflation-induced increase in the tax on income from business 

plant and equipment is partly offset by the inflation-induced reduc¬ 

tion in the tax burden of borrowers. Firms are allowed to charge the 

full value of their interest payments against income, even though a 

portion of these higher interest payments amounts to the repayment 

of real capital to lenders. The effect on the return to investment 

of this "excess" deduction varies with the proportion of investment 

that is debt-financed. It also varies with the extent to which infla¬ 

tion is reflected in interest rates. Since an important part of invest¬ 

ment is not debt-financed, clearly inflation's tax-increasing impact 

on the value of depreciation allowances outweighs the tax-decreasing 

impact of excess deductions on the return to business investment. 

Some have suggested that the inflation-induced distortion of tax 

depreciation could be corrected by indexing the value of existing 

business assets to allow replacement—rather than historical—cost 

depreciation. But indexing the value of assets would ignore the in¬ 

terest rate offset described in the paragraph above. Moreover, as with 

all indexing schemes, its administrative and accounting problems 

would be quite severe, and almost any simple index imaginable 
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would introduce distortions of its own. For these and other reasons, 

indexing is not an attractive means of correcting the inflation-in¬ 

duced distortion in depreciation allowances. 
Policymakers have three principal measures to influence invest¬ 

ment through the tax system: changes in depreciation allowances, 

changes in the investment tax credit, and changes in the corporate 

income tax rate. 
Since the effect of inflation in depressing the value of deprecia¬ 

tion is such an obvious factor in the recent decline in after-tax rates 

of return on capital assets, the liberalization of depreciation allow¬ 

ances is an attractive way to enhance investment. It not only pro¬ 

vides an overall incentive for investment but, if carefully designed, 

can also correct some of the distortions in investment that accom¬ 

pany inflation. Under proposals for accelerated depreciation, the 

allowable depreciation on capital assets would be increased. This 

would permit firms to write off their capital purchases faster. The 

changes would affect two determinants of business investment. 

First, they would increase the after-tax yield of capital investment 

and thus its attractiveness. Second, they would increase business cash 

flow and thereby supply a portion of the funds needed to finance 

additional investment. 

Increases in the investment tax credit would have a similar impact 

on investment incentives. The investment tax credit reduces the pur¬ 

chase price of eligible equipment. It thus provides a direct incentive 
by raising net return and by increasing after-tax cash flow. 

A reduction in corporate income tax rates, on the other hand, in¬ 

fluences investment by increasing after-tax profits. This tends to be 

a less effective stimulus to investment than either accelerated de¬ 

preciation or increases in the investment tax credit because it has a 

smaller impact on the net return from new purchases of capital 
assets. In addition, depreciation liberalization or an increased in¬ 

vestment tax credit are available to a firm only to the extent it 

invests, but a corporate tax reduction would be available whether 

investment is undertaken or not. 

Any increase in the investment share of GNP must be accom¬ 

panied by a corresponding increase in the saving share of GNP. 

Total national saving comes from three sources: individuals save out 

of their personal income; businesses retain, and thereby save, some of 
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their profit income; and governments save when they run a budget 

surplus or dissave when they run a budget deficit. It is total national 

saving that supports total investment. A portion of saving flows into 

residential investment, investment in inventories, and net foreign 

investment. The remainder is available to finance business purchases 

of plant and equipment. 

The federal government has many policy options for changing 

the level of national saving and thereby supporting a higher level of 

aggregate investment. But it is important to realize that no one sector 

works in isolation. A given sector's increase in saving may be par¬ 

tially or fully offset by another sector's dissaving. 

Personal tax cuts designed to increase specific types of saving, 

such as an increase in the amount of tax-free interest from passbook 

savings accounts, are likely to be the least effective ways to increase 

total saving. They will increase the flow of saving into those in¬ 

struments whose after-tax returns have been raised, but they will do 

so primarily at the expense of those forms of household saving 

whose after-tax returns have not been raised. They will reshuffle 

personal saving but increase its amount very little. 

General reductions in personal tax rates would increase personal 

income, an increase that would itself lead to higher saving. In addi¬ 

tion, the higher after-tax return on saving may induce still further 

increases in saving. This is more likely to occur if the personal tax 

cuts are directed at higher-income individuals who tend to save 

relatively more of their additional after-tax income. But there is 

substantial evidence that, in any case, the personal saving rate re¬ 

sponds very little to changes in rates of return or in the tax structure. 

A large part of the personal tax reduction would therefore go toward 

increasing consumption. 

The most effective avenue accessible to the federal government 

to increase the volume of saving is to reduce taxes on business in¬ 

come. Cuts in business taxes would lower government saving, but a 

large part of the tax cut would flow into business saving. Business 

after-tax cash flow would be increased. In time, part of the increased 

cash flow would lead to higher corporate dividends. A very large 

part, however, would be allocated to an increase in retained earnings 

—i.e., saving. Evidence suggests, for example, that corporations 

save more than 50 cents from every additional dollar of after-tax in- 
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come. Furthermore, some portion of any dividend increase would 

find its way into personal saving. By contrast, giving the tax cut 

directly to households would have a smaller effect on saving be¬ 

cause households are likely to save a much smaller fraction of every 

dollar of additional disposable income. 

It seems wise, then, to focus government efforts on the sector 

most likely to allocate a large part of any tax relief to saving- 

business. A business tax cut would result in relatively large saving, 

and incentives to expand investment demand would simultaneously 

improve. It is this approach that lies at the heart of the President's 

Economic Revitalization Program. 

The Integration of Demand-Side and Supply-Side Policies 

Tax reductions which induce additional saving and investment will 

contribute to faster productivity growth, and this in turn will help 
reduce inflation. A number of critical questions arise, however, 

about the appropriate type, magnitude, and timing of any tax re¬ 

ductions. First, what kind of an increase in productivity might 
reasonably be expected from investment-oriented tax cuts of various 

sizes, and what would be the associated reduction in inflation? 

Second, to what extent would the improvements in productivity 

and other supply-creating aspects of a tax reduction offset the in¬ 

crease in the aggregate demand they would cause? More generally, 

how would tax cuts aimed at increasing supply fit into the frame¬ 

work of fiscal restraint required to reduce inflation? 

Although the effect on investment of a given loss of tax revenues 

would vary with the form of the reduction (accelerated depreciation, 

larger investment tax credit, or lower corporate income tax rates), 

the evidence suggests that each dollar of reduction in annual business 

taxes might, at the outside and after several years, generate slightly 

more than a dollar in business fixed investment. To increase invest¬ 

ment by 10 percent, a business tax reduction of at least $30 billion— 

or about 1 percent of GNP—would be necessary. This larger volume 

of investment, maintained from 1981 through 1985, would increase 

the capital stock by about 5 percent after allowing for depreciation. 

On the basis of the historical relationships between output and 
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capital, such an addition to the capital stock might generate a total 

increase in the level of productivity of at most 1.5 percent by 1985, 

or about 0.3 percent per year. In view of the declining rate of pro¬ 

ductivity growth which the nation has experienced in recent years, 

however, this small improvement would be significant. 

Such a rise in the productivity growth rate would not be likely 

to induce a faster rise in money wage demands. Therefore, since the 

growth of unit labor costs equals the increase in compensation per 

hour minus the rate of growth in productivity, the faster productiv¬ 

ity growth rate should lead to a slower rise in costs and prices. In 

turn, a slower rise in prices would help to reduce the growth of 

wages, leading to a still further slowdown of inflation. All told, an 

investment-oriented tax cut amounting to about 1 percent of GNP 

might produce a 0.3 percentage point rise in productivity growth 

that would translate, after several years, into just over .5 percentage 

point reduction in the inflation rate. 

Tax reductions have two principal effects. On the one hand, 

individuals and firms will buy more goods and services. As a tax cut 

is spent and respent throughout the economy, the resulting increase 

in nominal GNP will exceed the orignial tax cut. As a result of this 

multiplier process, aggregate demand will rise by more than the tax 

cut. But tax cuts also increase the supply of goods and services. 

Since lower tax rates allow individuals and firms to keep a larger 

fraction of their income after taxes, the lower rates affect incentives 

to work, to save, and to invest the savings, thus increasing potential 

GNP. 

Although the magnitude of the multiplier varies according to the 

nature of the tax cut, aggregate demand typically rises by about 

twice the size of a reduction in taxes. Thus, a tax cut equal to 1 

percent of GNP will increase aggregate demand by about 2 percent. 

To match the increase in demand, a 2 percent increase in supply 

would also be required. To the extent that its supply response is less 

than the additional demand it creates, any tax reduction adds to the 

pressures of demand on the rate of inflation. 

But there are two ways in which such tax cuts can be made while 

demand is still restrained. First, tax reductions may offset increases 

in other taxes. As discussed earlier, inflation pushes taxpayers into 

higher tax brackets, so that the average effective tax rate—the ratio 
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of tax revenues to GNP—rises. Consumption is depressed and eco¬ 

nomic growth reduced. In the years ahead, periodic tax reductions 

will therefore be both possible and necessary to keep aggregate 

demand from falling. Second, a tax reduction accompanied by 

federal spending reductions of roughly the same magnitude will 

not change aggregate demand; hence, even if the supply response 

to a tax cut is smaller than the demand response, inflationary pres¬ 

sures will not be generated. 
Thus, it is clear that the design and timing of supply-oriented tax 

cuts depend importantly on the specific relationship between the 

demand-side and supply-side responses. If such tax reductions fail 

to generate enough supply to offset the additional demand they 
create—and the evidence discussed below suggests that this is the 

case, particularly for personal tax reductions—they must then be 

integrated like any tax cut into policies of demand management. 

A 10 percent reduction in marginal tax rates on individuals (ap¬ 

proximately a $30-bi 11 ion personal tax cut in 1981) would increase 

the total demand for goods and services by $60 billion, or 2 percent 

of GNP. It.could also lead to increase in individual work and saving 

in response to the lower tax rates and thereby increase potential 

GNP. How much of the increase in demand would be matched by 

such increases in supply? 

The additional production that results from lowering taxes on 

labor income depends both on changes in the quantity of labor 

supplied (for instance, the total number of hours worked) and on 

changes in the average productivity of labor. 

Higher after-tax wages make work more attractive. This en¬ 

courages new entrants to join the labor force and those already 

employed to work longer hours. Since after-tax incomes have risen, 

however, people can also afford to work less—to take longer vaca¬ 

tions or to shorten their workweeks. Whether the former effect 

would or would not exceed the latter effect is hard to predict. The 

preponderance of evidence suggests that for adult men the two 

effects approximately offset each other; that is, a cut in income taxes 

increases the supply of adult men in the work force only slightly, 

if at all. Women, on the other hand, and particulary married women, 

respond much more strongly to higher wages. In the past, the num¬ 
ber adult women in the work force may have increased by as much as 
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1 percent for every 1 percent increase in take-home pay. Although 

women are more responsive to changes in their wages than are men, 

men still outnumber women in the labor force and on the average 

earn substantially more. Therefore, a reduction in personal income 

tax rates would increase the total supply of labor only slightly. 

Whether an increase in the labor supply would be accompanied 

by an increase in productivity is uncertain. While most business 

investment enhances productivity, an increase in the labor supply 

would not improve productivity unless it increased the average 

quality of work performed or the intensity of effort. Productivity 

might actually fall as the supply of labor increased if the additional 

labor supply consisted, on balance, of less skilled or less experi¬ 

enced workers. 

On the other hand, some have argued that the increased supply 

of labor from high-income, high-productivity workers would out¬ 

weigh the increased supply from other workers, so that the average 

productivity of the labor force would rise. This could happen if 

high-productivity workers were more sensitive to a given percentage 

change in after-tax earnings, or if the tax reduction represented 

a larger percentage change in their take-home pay. Since high- 

income workers are a small fraction of the labor force, these in¬ 

fluences would have to be large to alter total productivity signifi¬ 

cantly. Studies of high-income workers generally do not find them 

much more responsive to equal percentage increases in after-tax 

income. However, a 10 percent across-the-board reduction in tax 

rates would also mean a larger percentage increase in the after-tax 

earnings for these workers because their households are in high 

marginal tax brackets. A 10 percent tax cut is, therefore, likely to 

produce a somewhat larger change in the supply of high-income 

workers. Still, even in high-income households it is in fact second- 

income earners—generally those who have lower productivity—who 

are apt to be the most responsive to lower tax rates. 

Given these two opposing forces—the lack of experience of new 

workers and the possibility of a greater-than-average influx of higher- 

income workers—it seems unwise to assume that a personal tax cut 

will improve the average productivity of the labor force. 

With all the relevant factors taken into account, the limited 

response of the supply of labor and of productivity to a 10 percent 
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reduction in personal income tax rates is likely to produce an in¬ 

crease in potential GNP of perhaps 0.2 percent to, at the most, 0.6 

percent. This result follows in part from evidence suggesting that 

such a tax cut would induce an increase in labor supply between 

0.3 and 1.0 percent. According to past relationships between labor 
and production, such an increase in labor supply would lead to the 

modest increase in potential GNP mentioned above. 

A reduction in personal income tax rates increases both the in¬ 

come out of which an individual worker can save and the after-tax 

return to saving. It would also tend to discourage borrowing by re¬ 

ducing the value of the income tax deduction for interest payments. 

If the increases in personal saving find their way into additional 

business investment, productivity will rise. 
Most empirical studies have concluded that changes in personal 

income tax rates would have only a small effect on personal saving. 

At best, a 10 percent reduction in tax rates would increase personal 

saving less than 3 percent. This means that the saving rate—the 
average share of personal saving in disposable income, which over 

the last 5 years has averaged 5.7 percent—would rise by no more 

than 0.2 percentage point. The additional saving would at most 

be equivalent to only about 0.2 percent of GNP. 

Even if every dollar of personal saving that resulted from a 10 per¬ 

cent tax cut were invested in business plant and equipment—and 

some, in fact, would flow into housing—the effects on output and 

on productivity would be small. If the tax cut and the higher saving 

continued for 5 years, the additional saving and investment would 

increase potential GNP by less than 0.3 percent and lead to a neg¬ 

ligible increase in the annual rate of productivity growth. 

This examination of likely responses thus suggests that even under 

the most optimistic circumstances, a 10 percent reduction in tax 

rates would not induce enough additional work, saving, or invest¬ 

ment to offset more than a fraction of the 2 percent increase in 

aggregate demand that would accompany the tax cut. 

It was pointed out earlier that a tax cut that liberalized the busi¬ 

ness depreciation allowance or increased the investment tax credit 

could, after a time, have a fairly substantial effect on the nation's 

productive potential output by perhaps 1.5 percent over a 5-year 

period. 

27 



Critical issues & Decisions 

This, however, would still be less than the 2 percent rise in ag¬ 

gregate demand that would also be generated. More importantly, 

the increase in demand would come relatively quickly, most of it 

within 1.5 to 2 years. The increase in supply, on the other hand, 

would occur very gradually. As a consequence, the tax cut would 

tend to increase demand pressures, especially in the years immedi¬ 

ately following it. While tax reductions that are effective in raising 

investment are essential in a long-term strategy to promote economic 

growth, business tax cuts, like personal tax cuts, must fit into an 

overall framework of fiscal restraint. 

This analysis of the macroeconomic effects of federal tax reduc¬ 

tions suggests several conclusions for the development of fiscal 

policy: 

First, specific investment-oriented tax reductions for business 

are likely to increase saving, investment, and productivity by a 

much more significant degree than cuts in personal income taxes. 

Second, productivity-oriented tax reductions will yield improve¬ 

ments in the inflation rate that are helpful and significant, but still 

relatively modest if the underlying inflation rate is 10 percent. 

Third, the supply response, while a critically important feature 

of any tax reduction, will be substantially less than the demand 

response, particularly in the short run. 

Fourth, since reductions in both business and personal taxes will 

increase demand faster than supply, they must be designed and 

carried out in ways that are consistent with the demand restraint 

needed to reduce inflation. 

It is sometimes alleged that the potentially inflationary effects of 

a large tax cut can be avoided if the Federal Reserve steadfastly 

pursues its goal of keeping the growth of the monetary aggregates 

within tight targets. But if taxes are reduced while the Federal 

Reserve pursues an unchanged monetary policy, aggregate demand 

will nevetheless increase, especially in the short run. The increase 

in demand will lead to a rise in interest rates that would dampen 

the increase in aggregate demand but not eliminate it. Additional 

inflationary pressure would then result. 

A very large tax cut without the necessary spending cuts would 

lead to both an increase in inflation and a sharp rise in interest 

rates. Some, and perhaps all, of the stimulus to investment from tax 
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reductions would be undone by the higher interest rates and the 
greater uncertainty engendered by a new round of inflation. 

Monetary restraint is absolutely essential to the reduction of in¬ 

flation. Tax measures focused on increasing supply can made a 

significant contribution. But there will be a continuing need for 

careful and prudent fiscal policies to restrain demand. In recent 
years the nation has come to appreciate the potential value of 

supply-oriented tax policies. In the process of learning some needed 

lessons about supply-side economics, however, the nation cannot 

afford to forget its hard-learned lessons about the need for demand- 

side restraint. 
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PUTTING THE SUPPLY AND DEMAND SIDES 
OF ECONOMICS TOGETHER 

Commentary 

There are different schools of thought about the effects of budget¬ 

ary and monetary policies on an economy. One, which we can call 

the demand side, stresses effects on purchasing power. Another, 

which we can call the supply side, stresses incentives to produce. 

Let us examine each of these in turn and focus on the likely con¬ 

sequences for prices and quantities. 

An important economic problem is that, as public and private 

actions are taken to increase output, prices tend to increase. If we 

let P represent an index of the general price level, and Q an index 

of aggregate output/then the relationship between the price level 

and aggregate output may be represented on a graph: 

Figure 1 

The flat part of the graph suggests a range in which output can be 

increased without concern for inflation. This range, however, may be 

one in which unemployment is the paramount concern. As output 

increases, a range is reached in which inflation becomes a problem. 

This inflationary range may or may not include unemployment. 
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The upward sloping part of the graph reflects inflationary pres¬ 
sures in an economy approaching full employment of plant and 
labor force, at least in some sectors. Among the several structural 
factors which help to explain a rise in the general price level as out¬ 
put expands is wage rigidity. Wage levels tend to resist downward 
pressures. When relative prices change, wages may ratchet upwards, 
but they tend not to move down. Wage rigidity is partly explained 
by government policies put in place since World War II to expand 
the economy and to protect or bail out disadvantaged firms or in¬ 
dividuals. In addition, modern industry is simply not organized 
according to the textbook descriptions of a perfect market. Labor 
is a fixed asset that costs something to train and that a firm does 
not want to lose. Wage bargains, rather than competition, set rates. 
Product prices, too, are sluggish on the down side and tend to ratchet 
upward, given the rules by which firms operate in our complex 
economic system. 

Our discussion of the demand and supply sides of economics will 

reflect different views about how an economy moves along the 

curve shown in Figure 1 and about how it shifts the curve to a 

different location. Let us take up the demand side first. 

The demand side view of a tax cut is that it puts more purchasing 

power into the private sector. A rise in household and business in¬ 

comes after taxes increases spending as well as saving. The increase 

in demand for consumer and investor goods may call forth more 

production. But the economy may be in the range of Figure 1 

in which it calls forth higher prices as well. An increase in govern¬ 

ment purchases instead of a tax cut has a similar expanding effect 

on the economy; the difference is that increased government spend¬ 

ing leads toward a relatively larger public sector, whereas decreased 

taxes lead toward a relatively larger private sector. 

The initial increase in public and private spending resulting from 

an increased government deficit induces additional rounds of spend¬ 

ing through a process known as the multiplier effect. The recipient 

of the first round of spending saves some and respends the rest on 

a second round. That recipient respends some on a third round, and 

so on. Because some income is saved on each round, the successive 

rounds become smaller and smaller. The cumulative effect of indirect 

inducements to spend may be twice the initial increase in purchasing 
power. 
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If the money supply is held constant after a tax cut or spending 

increase, more of the existing supply is required for transactions and 

less remains for portfolio management. With a rising demand for 

money, interest rates rise. The rise in interest rates is a disincentive 

to consume or invest, and it limits the extent of the expansion in 

output. It also adds to costs of production and can put upward 

pressure on the general price level. 

Hence, deficit spending (tax cuts or expenditure increases) needs 

to be accompanied by an accommodating easy monetary policy if 

the full output-increasing effects of the policy are to be realized. 

Similarly, if the economy is experiencing inflation (that is, if the 

economy is far to the right on the curve in Figure 1), then price 

increases can be moderated by budgetary surpluses (tax increases 

or expenditure cuts) and tight monetary policy (high interest rates). 

These curtail output while easing price pressures. If the government 

has budget deficits during a period of inflation and relies entirely 

on tight monetary policies to fight inflation, imbalances can occur. 

The supply-side view of a tax cut is that it provides incentives to 

save and invest, to work, and to increase output. Higher disposable 

personal income from additional work encourages more full- and 

part-time entrants into the labor force and encourages additional 

effort from those who have jobs. Higher after-tax incomes to families 

encourage an increase in individual saving. Higher after-tax incomes 

to business induce investment, not only of the increase in cash flows 

but also of individual savings. 

Supply-side incentives to increase investment, productivity and 

output are more sensitive to a change in marginal tax rates than to a 

change in average rates. Under a progressive tax system, the marginal 

rate is higher than the average rate for each individual taxpayer. A 

reduced average rate with no change at the margin can be affected, 

for example, by an increase in exemptions. This reduces the tax 

on existing income and investments, some of which adds to saving 

and to possible new investment, but it does not induce added work 

or investment to the extent that a reduction of the marginal tax 

rate would. In the extreme, a poll tax provides the greatest marginal 

inducement to invest because the additional tax on additional in¬ 

come is zero. 
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With little or no inflation, a tax cut will lead to increased output 

and employment by means of a move to the right along the flat part 

of the curve in the figure. With inflation, the increased incentive to 

produce will shift the upward sloping part of the curve so that addi¬ 

tional output, which can ease inflationary pressures, will be realized. 

The process of saving is not the same as that of investing. Supply- 

side economics attends to inducements to save and inducements 
to invest. The main policy instrument is a tax cut. The main route 

to limiting inflation is to induce more saving and investments which 

increase productivity and output, reduce costs, and limit upward 

pressure on prices. 

Now, how do we put these two sides together? Clearly, a tax cut 

will produce a movement along the curve shown in the figure as well 

as a shift in the curve. The cut can encourage more demand; it can 

increase productivity and output; it can add to costs to the extent 

that higher interest rates are costs of production and consumption; 

and it can reduce costs to the extent that taxes are costs. Let us 

focus on the prospective shifts in supply and demand. If demand 

increases more than output does, inflationary pressures can be 

expected to increase, and if supply increases more than demand does, 

inflationary pressures will abate in response to a tax cut. 

A tax cut amounting to 1 percent of aggregate income is likely, 

through the multiplier effect of demand-side economics, to induce 

a 2 percent increase in demand. If supply increases by more than 2 

percent, there will be no abatement in inflationary pressures. If 

supply increases less than 2 percent, inflation will grow. 

If one assumes diminishing returns, then the gains in productivity 

and output decrease as the level of investment increases. This seems 

to argue against the prospects of the supply effect of a tax cut's 

exceeding the demand effect. On the other hand, one could assume 
increasing returns and make a good case for the supply-side scenario. 

Hence, putting the two sides together turns out to be an empirical 
question—one for which we have very little data. Perhaps the best 

study of this is an econometric model which simulates the long¬ 

term supply response to a tax cut. This model estimates that if all 

of the tax cut were to go into investment, a 1 percent tax cut this 
year would be likely to induce an increase in supply of 1 to 1.5 

percent, and this would be attained over a five-year period. This 
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suggests considerable inflationary pressures in the short run that 

become moderate but positive in the long run. If all of the tax 

cut were to provide work incentives instead of saving and investment 

incentives, supply might increase on the order of .5 percent. This 

includes incentives to join the labor force as well as to increase 

efforts of those with jobs. It supposes that marginal increments of 

added work will add less to output than the average output of all 

employment. 

The conclusion is that any tax cut alone, when supply and demand 

side effects are both accounted for, will have more of a demand ef¬ 

fect than a supply effect. As long as the economy is close to capacity 

it will, therefore, be inflationary. To avoid this result, when there is 

inflation a tax cut must be accompanied by spending cuts. Further, 

since the government budget is now in deficit, spending cuts might 

better precede and/or exceed any tax cuts in order to reduce the 

degree of reliance on monetary policy to offset an inflationary 

budget deficit. Otherwise the money supply must be managed so 

as to maintain high interest rates, with their disincentives to invest 

and their additions to costs of production and consumption. 

The U.S. economy still suffers high unemployment (7.5 percent), 

high inflation (10 percent), high interest rates (the prime rate is 

around 20 percent), a feeling that the private sector needs to grow 

relative to the public sector, and too much regulation in certain 

areas. Past policies have resulted in continuing budget deficits and 

high interests rates. Debate over economic policy has fed to proposals 
for: 

1. tax cuts, 

2. spending cuts, 

3. deregulation, and 

4. high interest rates. 

Both supply-siders and demand-siders tend to arrive at the same 

list. But they start from different assumptions, and they view the 

policies as achieving their results through different channels. More 

important, they differ on the degree, timing, and targets of deregu¬ 

lation or cutting. 
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My own opinion is that too much emphasis on a tax cut—which is 

too soon, too large, and too long-run—will exacerbate inflation. 

Spending cuts need to come first and/or be larger. There is con¬ 

siderable room for debate on which programs should be cut and 

which deregulated. And there is a need to get the budget policy in 

order so'that interest rates—which, when they are too high, can be 

disincentives to invesment and sources of cost-push inflation- 

can be reduced. 

Defense 

The role of the Defense Department in economic policy for the 

1980s should be that of a catalyst, a catalyst in the sense that ad¬ 

vanced technology in the design of new weapon systems needs to 
be introduced into American industry. This will require the acquisi¬ 

tion of new weapon systems which will motivate industry to make 

the capital investment in the equipment needed to produce the 

advanced technology. 

The acquisition cycle is divided into five phases: initiation, valida¬ 

tion, development, production, deployment, and operation. During 

the past several years, defense acquisitions have stopped short of 

production. Stopping at production does not expose industry to the 

new technology nor does it induce industry to put up the capital to 

produce a yet-undemonstrated technology. Research which com¬ 

prises validation and development is indeed necessary to explore 

new initiatives, but research soon stagnates if the new initiatives are 

never demonstrated. Systems with advanced technology must be 

produced in quantity, must be supplied to operational units and 

must operate in an environment that simulates normal conditions 

before industry can see the public use for the technology. Two im¬ 

portant occurrences follow each other from the production of new 

advanced technology: more innovations come forth, and spinoff 

industries spring up to fill the demand for the new technology. 
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In addition to providing national security, successful demonstra¬ 
tion of new technology, by a multiplier effect, triggers additional 
ideas for applying the technology in other fields. These new appli¬ 
cations expand the market for the technology further and trigger 
still more ideas for applying the new technology outside even those 
fields. In turn, spinoff enterprises spring up to supply and service 
the consumer goods that come from the new technology. These 
enterprises provide the tax revenue so essential to a healthy economy. 

Supply-side economics recognizes the close relationship between 
advancing technology and the health of the economy. With more 
dollars for investment through favored tax cuts and with the stimu¬ 
lation of advanced technology by increased military spending, a new 
source of tax revenue can be expected. This revenue can then be 
used to balance the budget and provide for the welfare of the nation. 

International Trade Issues 

In implementing measures to increase domestic employment, 
productivity, and output, one must consider the impact of inter¬ 
national trade. Vigorous export performance can significantly 
contribute to achieving these goals. In the quarter century follow¬ 
ing World War II, the United States experienced significant trade 
surpluses. Both imports and exports expanded rapidly. This expan¬ 
sion enabled the U.S. economy to have access to cheaper raw materi¬ 
als and commodities, provided for employment growth, created 
capital for new investment, and contributed to a rising standard of 
living. Recent U.S. export performance, however, has been wanting. 
A trade deficit of $24 billion resulted in 1980 as exports totaled 
only $221 billion and imports $245 billion. This deficit followed 
record trade deficits in 1978 and 1979. In 1981, the deficit may 
be reduced by several billion dollars, although an increased deficit 
is also possible. 

In the longer term, the outlook for continued improvement is 
uncertain. Key developments clouding U.S. export performance 
include anticipated slower growth rates for the major industrial 
countries and the erosion of price benefits gained from the dollar 
depreciation in the late 1970s. The U.S. faces growing competition 
from the more advanced LDC's such as Korea, Taiwan, and Mexico. 
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As the U.S. economy accelerates in the 1980s, demand for foreign 

capital goods will also rise sharply. Moreover, rising personal in¬ 

comes should increase the demand for foreign consumer goods. 

Foreign governments have taken a more aggressive position in sup¬ 

porting their exporting industries than the United States has. More¬ 

over, U.S. industry perceives the U.S. Government as having estab¬ 

lished significant disincentives to exporters, thereby undermining 

their efforts to expand exports and compete for major foreign 

project contracts. 

The following are key U.S. Government export disincentives fre¬ 

quently mentioned by U.S. industry: 

• Taxation of Americans working abroad. The United States, 

unlike other nations, significantly taxes the income of Americans 

working abroad. This raises the cost of employing Americans, thus 

leading to either higher price quotations by U.S. firms competing 

for foreign contracts or the substitution of lower-cost foreign labor 

in place of Americans. 

• Extra-territorial application of U.S. antitrust laws. American 
industry believes these laws effectively prohibit joint actions in 

situations in which several firms could join in building on a multi¬ 

billion dollar development project. 

• Foreign Corrupt Practices Act. Ambiguities in this law, as 

well as the inability of small and medium-sized firms to supervise 

directly the actions of their overseas agents, appear to be disin¬ 

centives to expanding the base of U.S. exporters. Only 10 percent 

of the firms with the potential to export are currently export¬ 
ing. 

• U.S. Antiboycott Laws. The U.S. has three differing sets of anti¬ 

boycott laws administered by four different government agencies. 
Industry believes the confusion discourages exporters and recom¬ 

mends that it be resolved. 

In addition to reducing disincentives, industry also perceives the 

need for additional U.S. export incentives. These include the need 

for expanded export financing to meet other governments' packages, 

especially on major project and capital equipment transactions. Tax 

benefits also come into debate, especially the role of the DISC 
program and the practice of not taxing the earnings remitted to the 
parent corporations in the U.S. 
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Another issue is pending legislation to permit the formation of 

export trading companies that would provide a full range of expert 

services to firms of any size. Such export trading companies would 
be an exception to the general principle of separation of banking 

and commerce. 

These questions have to be addressed in the formulation of U.S. 

Government export policy in the 1980s if that policy is to com¬ 

plement domestic growth initiatives. 

Housing and Urban Development 

In this paper, I will focus on the subject of housing generally, as 

distinct from the more complex area of cities and urban development, 
which are vital parts of the HUD mission also. First, let us examine 

the conditions of housing from an economic standpoint. 

Perhaps the most significant trait of housing in the economy is 

its high degree of sensitivity to inflation. Housing is thought to 

presage the turning of the economy by about six months on the up¬ 

turn side. It is immediately affected on the downside, though usually 

lowered starts of new units are not felt for about six months. In 

direct response to high interest there has been a 50 percent falloff 

in the volume of new starts this year over last year. Further, housing 

is highly dependent on savings and loans for its source of funds, if 
the Savings and Loans (S&L) do not have funds, then people cannot 

borrow money to purchase homes, and builders cannot borrow 

money to start construction. 

Another condition affecting the housing industry is the long peri¬ 

od of time associated with the use of the funds. That is, an S&L 

lends money to a purchaser for 30 years. It hopes that the interest 

rate it charges reasonably reflects the conditions in the marketplace 

over the term of the loan. The rapidly rising costs of money in recent 

years, however, has left many S&Ls in dire straights, with millions 
of dollars of low-interest loans on their books. They are forced to 
pay more for money to lend than they are receiving for their port¬ 
folios. In December 1980, over half of this nation's S&L's were 
operating at a deficit. 

Along with fewer housing starts come secondary effects felt by the 
related industries. There is less demand for lumber, household ap¬ 
pliances, and home furnishings. 
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The short supply of housing that results from this downturn has 
another effect of great significance. There is considerable latent 

demand in the marketplace. That is, people want single-family 

homes just as much as if the problems I have discussed did not 

exist. This demand pushes up prices for the available product. The 

federal tax policy encourages speculation by allowing equal write¬ 

offs for the investor and the resident. This drives prices up even 
further. 

A final condition that bears mention is the leverage potential of 
real estate investment. Few, if any, sizable investments allow the 

opportunity for such high loan-to-value ratios as does housing. The 

advent of federal involvement in the housing industry since the 

thirties has made this possible. The result during inflationary times, 

however, is to make speculation and investment in real estate very 

attractive. The effects of this phenomenon as it relates to policy 

options for the federal government are discussed below. 
Let us now turn to the national policy issues suggested by this 

discussion. This discussion will not deal with the broader issues 

of monetary and fiscal policy or the global impact of inflation. 

Generally, there are three areas of policy that are affected directly 

by this issue: tax policy, credit policy, and housing policy. 

From a tax policy perspective, the nation needs to assess how 

much it wishes to encourage certain kinds of behavior at the expense 

of other uses of revenue. Specifically, I refer to the tax benefits to 

those who invest as opposed to those who simply own real estate. 

Local taxes, interest, depreciation, and other operating expenses 

are available to the residential, single-family investor. The point here 

is the utility in opportunity cost for the alternative use of the funds 

put into housing investment, as opposed to investments that add to 
the GNP more directly. Beyond the first home or a vacation proper¬ 

ty, the effect is to artifically bid up the price of an already inflated 

product. One could also question the view of depreciation for this 

type of investment in relation to similar investments. I refer hereto 
single-family investment only. 

The sheer volume of funds required to support the housing indus¬ 

try raises the issue of credit policy. Flousing consumes huge sums of 

capital that are therefore not available for other uses. The federal 

government must address the question, when do these dollars reach a 
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point of diminishing returns as it relates to GNP as opposed to the 

next best alternative? Moreover, the federal government's assistance 

to this industry in the form of secondary financing, insurance, and 

loan guarantees means that it is competing in the commercial capital 

markets for credit. This in itself drives the price of money higher, 

assuming the Federal Reserve Board's restraints are maintained as 

they have been recently. To its credit, the federal government has 

moved in this area by establishing credit limits for various agencies. 

These limits have not yet had much effect, but that is more attributa¬ 

ble to the political process than to a lack of concern. Finally, there is 

the real issue of the long-term validity of the mortgage instrument. 

The fully amortized mortgage is of relatively recent vintage, dating 

back only to the thirties. What is the position of the federal govern¬ 

ment with respect to this vehicle for the loan? 

I have saved the knottiest problem for the last. What is the housing 

policy for the 1980s? The central question is how to provide shelter 

for Americans in the current environment. The factors that bear on 

this issue are many. The post-war baby boom has entered the housing 

market looking for shelter like that in which they grew up. Addi¬ 

tionally, there is a much higher incidence of single heads of house¬ 

hold and singles generally coming to the housing market, with 

obvious effects on demand and prices. 

I have focused on single-family dwellings almost exclusively here, 

but what about the housing needs of the poor and the elderly? This 

is primarily an issue of multifamily structures, but the policy issues 

for the federal government are substantially the same: How will this 

nation provide shelter for these large and growing segments of the 

population? I believe the central question for the federal government 

in the eighties is how it will react to the strongly held value of a 

single-family home and a plot of ground as the primary vehicle of 

shelter. This is a very inefficient form of shelter from an energy 

standpoint. Natural resources are an issue here, too, for surely 

housing requires far more materials when it is single-family-de¬ 

tached than other types. Moreover, the sprawl that accompanies this 

type of shelter has major implications for oil consumption and puts 

a great demand on local government to provide services. 

In summary, the area of housing is significantly affected by 

inflation and government policy concerning inflation. At the same 
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time, housing is one of the most basic of human needs. How this 

nation and its government deal with changing values and others 

as old as the country in the face of significant problems of relatively 

recent origin will provide a major challenge for the eighties and 

beyond. 
Senior-level executives working in the federal government should 

be aware of the implications of supply-side economics for specific 

departments and functions of the federal government. Depending on 

the orientation of the federal budget and cuts proposed, a shift 

in priorities will take place. Participants need to examine supply- 

side economics as an answer to our present economic problems and 

consider its impact on our defense, agriculture, and space programs. 
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PUTTING THE SUPPLY AND DEMAND SIDES 

OF ECONOMICS TOGETHER 

Don Paarlberg 

What is called supply-side economics can be understood only in 

an historical context. Therefore, we make a brief excursion through 

that much-neglected field, the history of economic thought. 

A controversy arose not long after the appearance of Adam 

Smith's Wealth of Nations (1776) as to whether the economic 

system was essentially benign or whether it was prone to malignancy 
in the form of overproduction, unemployment, and depression. 

A Frenchman, J. B. Say, said in 1803 that the system was benign. Fie 

put forth the proposition that the money laid out in the production 

of goods constituted the demand with which these goods could be 

purchased. Therefore, said he, there could be no general unemploy¬ 

ment, no large quantity of surplus goods, no large-scale depression. 

Small-scale maladjustment could occur, but nothing serious or pro¬ 

tracted. Say's principle was reduced to a simplified, understandable 

form: "Supply creates its own demand." This was economic ortho¬ 

doxy for more than a century. 

But during the 1930s, we did have serious protracted depression 

and unemployment. Orthodox economics was without explanation 

or remedy. It is difficult from this point in history fully to realize 

the chaos that characterized the economic discipline during those 

terrible years. Flow prescribe for a situation which, according to the 

accepted theory, could not exist? 

Into this vacuum rushed a new concept, produced by the eminent 

British economist, John Maynard Keynes. Keynes published his 

great work, The General Theory of Employment Interest and Money, 

in 1935. He threw out Say's law and developed a theoretical frame¬ 

work which showed that equilibrium could occur at much less than 

full employment. He showed that the economy could stagnate with 

much of its resources unused. The remedy, he said, was to inject 

income (demand) into the economy by deficit spending and easy 
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monetary policy. This would stimulate the economy, putting idle 

men to work. In effect Keynes reversed Say's dictum; Keynes could 

be interpreted as saying that demand created its own supply. New 

demand (income), injected into the economy, would not be in¬ 

flationary so long as there were idle men and idle plants. If resources 

became fully used, any new increment of income would express it¬ 

self in inflation. If the economy became overheated, taxes should be 

increased, the money supply should be restricted, the excess demand 

should be siphoned off and equilibrium restored. 

Keynesian thought soon replaced classical economics. The dis¬ 

cipline underwent the quickest and most comprehensive reform 

it had experienced in the 200 years of its existence. The Keynesian 

system was embraced by the Democrats, then in control of the 

White House and the Congress. It dominated the economic policies 

of the Democratic party from then until now. 

It is easy to see why Keynesian economics triumphed. It had an 

explanation for the Depression, which classical economics lacked. 

It had a remedy, which classical economics also lacked. The remedy 

consisted of government action, the voting of benefits to constitu¬ 

ents without extracting taxes from them, which is the most appeal¬ 

ing proposition known to a politician. 

The difficulty was thatthe politicians saw only one side of Keynes' 

prescription. They saw merit in injecting money into the income 

stream to stimulate the economy. But when the economy became 

overheated and inflation appeared, they were reluctant to raise 

taxes and extract money from the people. They took the attractive 

half of Keynes' proposition and ignored the other half. In this 

they were supported by many neo-Keynesian thinkers who loaned 

their influence to this distortion of the master's views. Had Keynes 

lived he would have been dismayed at this perversion. 

Huge amounts of new money were injected into the income 

stream in the effort to goad the economy into superior performance. 

Deficit spending, and easy money were substituted for needed in¬ 

stitutional reform. Rather than deal with the obstacles to production 

imposed by particular interest groups (PIGS), the politicians poured 

out new increments of money. In the zeal to increase demand, pro¬ 

duction incentives were forgotten and investment in capital goods 

lagged. In the desire to generate government revenue with which to 
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fund the demand-stimulating programs, taxes in the upper brackets 

were raised to very high levels. Like a much-flogged horse, the econ¬ 
omy began to stumble. The injections of new income, instead of 

putting resources to work, expended themselves in inflation. We 

then had—and have—inflation with resources less than fully used. 
Keynesian theory can no more explain inflation with unused 

resources in today's world than classical economics could explain 
depression and unused resources coexisting during the 1930s. Say 

had been wrong: supply does not necessarily create its own demand. 

It now appears that Keynes' interpreters were also wrong: demand 

does not always create its own supply. 

Pity the Council of Economic Advisers, who must recommend 

economic policy to the President. How can they do this when 

both the classical and the Keynesian concepts have shown them¬ 

selves unable to cope? It is as if a plant breeder were told to develop 

a new wheat, having just been told that the Mendelian principles 

of genetics were no longer valid. 

In a sense, both Say and Keynes were right within their assump¬ 

tions. Say assumed that prices and wages would adjust to changing 

circumstances; the downfall of his theory resulted from institutional 

arrangements that prevented them from doing so. Keynes assumed 

that prices and wages had much rigidity and that government policy 

would be symmetrical: stimulation in slack times and restraint when 

the economy became overheated. Political failure to apply restraint 
discredited his system. 

However people may disagree with this historical assessment, 

there is general consensus on the present state of the economy: 

1. Unemployment is high by historical comparison, affecting seven 
percent of the labor force; 

2. Our economic system is operating at a low level; our manufactur¬ 
ing plants are running at 75 percent of capacity; 

3. Inflation is running at a double digit pace; 

4. Efficiency, as measured by output per worker, is declining; and 

5. The dollar is weaker than it was in international markets. 
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Clearly, this is an unsatisfactory situation. The demand of the 

public is that "something be done." A new Republican Administra¬ 

tion has been elected to "do something." The something they have 

chosen to do they call "supply-side economics." 

What is supply-side economics? First, it is an overt rejection of 

Keynesian economics and, by inference, the economic concepts 

which have dominated the Democratic party. The Democrats were 

concerned primarily with the demand side of the economic system. 

Supply-side economics is in part a return to classical economics and 

to Say's principle. In some degree it is a synthesis of the old, the 

very old, and the new, the parts not being entirely consistent with 

each other. It has features which in the present setting are politically 

attractive: reduce the rate of governmental growth; cut taxes; reduce 

regulatory activity. It is presented with new nomenclature and new 

rhetoric. It is intended to give new hope that inflation can be re¬ 

strained and our economic performance improved. 

The basic idea is that taxes have become so burdensome that 

they inhibit investment and enterprise. If taxes are reduced for 

entrepreneurial people, new plants will be built and new capital 

commitments will be made. The result will be greater efficiency 

and increased economic activity. This increased activity is expected 

to generate more taxes and so work toward a balanced budget. In 

other words, by cutting tax rates we generate more tax dollars. The 

plan is to reduce government costs by pruning off nonessential 

services and by curbing the particular interest groups. This, it is 

hoped, together with the added tax revenue resulting from greater 

economic activity, will in time permit the budget to be balanced 

and will curb the inflationary forces associated with deficits. All 

this will be associated with monetary policy which is on the tight 

side. And it is to be accompanied by relaxation of regulations which 

inhibit the entrepreneurial class. Fiscal and monetary policy are to 

team up, working together to get the economy going and to curb 

inflation. 

There are two schools of thought as to how to get the economy 

straightened out. One is the shock treatment, to break the back of 

inflation by bold sudden strokes, involving a sharp cut in the money 
supply and sky-high interest rates, with acknowledged severe damage 

to exposed groups. The other involves "gradualism," to cool off 
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inflation and reduce inflationary expectations, to work toward a 

balanced budget, to restrain growth in the money supply, to relax 

government regulation, to provide incentives for saving and invest¬ 

ment, and to rebuild a feeling of self-reliance on the part of our 

citizens. Supply-side economics takes this gradual approach. It is not 

just a set of economic ideas; it is also a political concept. 

Clearly what we have here is not an economic concept that is com¬ 

plete and internally consistent, as is classical economics or Keynesian 

economics. It is an amalgam. It is eclectic. In it are recognizable 

elements of the classical system and some unpurged remnants of 

Keynesian economics plus some elements that appear in neither of 

its predecessors. In addition, supply-side economics has political 

and social components. (Its adversaries would say "anti-social.") 
If offered in the University, supply-side economics might be taught 

in the Economics Department, in the Department of Political Science, 
or in the School of Public Administration, or in all three. Presently 

it is not taught at all. 

What are the prospects that supply-side economics might succeed? 

For that matter, what are the criteria for success? As the rhetoric 

rolls out, it appears that the new Administration's criteria are quali¬ 

tative as well quantitative. Apparently the attitudinal objectives are 

these: a new hope, a growing willingness to venture, greater self- 

reliance, and the belief that inflation can be slowed down. The 

quantitative objectives seem to be these: slowing inflation to a rate 

of 5 or 6 percent by 1984, balancing the federal budget by that 

year, lifting the real growth rate of the Gross National Product to 4 

percent, and reducing unemployement from its 1980 level of 7 per¬ 

cent to something like 4 percent. 

In considering the possibility that these objectives might be 
achieved or approached, we begin by examining the various parts 

of the package. 

It is clear to this writer, and evidently also to large numbers of 

our citizens as well, that government is overgrown and that parts 

of it have been captured by the particular interest groups. That 

budget cutting is in order is agreed as a general proposition, though 

no one wants a cut in his program. The President's proposal is to 

cut approximately $49 billion from the Carter fiscal 1982 budget 
outlay of $739 billion. This is a 6 percent cut. Even if this entire 
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cut were made, which seems unlikely, budget outlays would still 

be some $40 billion or 5 percent above the 1981 budget. The impact 

involved in a reduction of this magnitude below the Carter budget 

may be very important psychologically, but it amounts to less than 

2 percent of our Gross National Product. The proposed budget 

cuts appear to be wholesome from the standpoint of good govern¬ 

ment and would involve an improved benefit/cost ratio for govern¬ 

ment services. But the economic leverage seems insufficient to move 

us strongly toward the economic objectives, that is, unless the 

modest economic moves generate a sizable psychological change, as 

was the case when Keynesian economics was embraced 45 years ago. 

What of the proposed tax cut? With inflation, the graduated 

income tax results in "bracket creep," moving people into higher tax 

rates even though their real incomes are no higher. Unless this is 

changed, government revenues will in time increase to such a point 

that they will take a disproportionate and unintended share of our 

effort. They will become confiscatory; the inhibiting effect on 

effort and investment which worries the supply-siders will become 

plain to all. Supply-siders contend that this has already happened. 

The availability of such enormous tax revenues would be an en¬ 

couragement to yet more government spending. So, to me, cutting 

taxes is desirable, though the appropriate amount, the nature, and 

the timing of the cut are not so clear. 

The proposed tax cut is intended to reduce personal income taxes 

by 10 percent the first year and by an additional 10 percent in 

each of the two subsequent years. Even if this tax cut were made, 

1982 federal revenues would still be $650 billion, 8 percent above 

their 1981 level. This constitutes a reduction of about 8 percent 

below what taxes otherwise would be. In speaking of the proposed 

1982 tax cut, we are considering an amount equal to 2 percent of 

our Gross National Product. 

The proposed tax cut is the most controversial part of the pack¬ 

age offered by the supply-siders, and it has the weakest theoretical 

underpinning. 

The supply-siders want to shape the cut so that most of the 

benefits, in dollar terms, would go to the entrepreneurs who are 

among the more wealthy and who have been most hurt by punitive 

taxes and by bracket creep. The supply-siders' case rests on the 
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belief that these people, if relieved of burdensome taxes, will invest, 

innovate, and produce. They argue that the tax cut would stimulate 

the economy and so in time generate more revenue than does the 
slack economy at present high tax rates. They thus anticipant that 

the deficit would be reduced and that in time the budget would be 

balanced. The government would no longer have to go into the 

financial markets to borrow; the reduced demand for funds would 

cause the interest rate to fall. Thus lower tax rates stimulate invest¬ 

ment, which generates more tax dollars, which helps balance the 

budget, which reduces government demand for available funds, 

which lowers the interest rate and further encourages investment. 

While all this is going on, greater production and the balanced budget 

help reduce inflationary expectations. Stick beats dog,dog bites pig, 

pig jumps over the stile, and all get safely home. 

Those who oppose the tax cut, generally those called liberals, 

point out that it would confer its least benefits on the poor. They 

also fear that a reduction in tax rates would reduce the pool from 

which benefits for the poor may be drawn. Further, they argue 

that a tax cut would have an early effect in reducing government 

income while such increased economic activity as would generate 

additional taxes would be a long time in coming. In the interim, they 

say, the deficit would increase and inflation would be the greater 

problem. Finally, they say that much of the increased spendable in¬ 

come available to the wealthy as a result of the tax cut would go for 

conspicuous consumption rather than for new capital equipment. 

They argue, on familiar Keynesian grounds, that tax cuts stimulate 

demand and are thus inflationary. 

Opponents of supply-side economics, generally the liberals and 

the crypto-Keynesians, are embarrassed by one apparent fact. It 
was while we were acting out their scenario that the present malaise 

developed. Clearly, to prescribe more of the same would lack credi¬ 

bility. They are in the same circumstances as were the classical 
economists when the Great Depression struck. They are without 

explanation and without remedy. One would hope that their criti¬ 
cism of the new approach would therefore be modified. 

In summary, as this writer sees it, what is called supply-side 

economics offers, in present and prospective circumstances, the 

best chance to break away from the spending, inflating, and regu- 
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lating syndrome that has characterized government activity for the 

past 50 years. Clearly it does not rest on a tidy piece of economic 

theory. Nor has it been tested. But considering the paucity of alter¬ 

natives, it has its merits. It has an articulate advocate in the President 

and a hopeful following among the people. These may be more 

important attributes than theoretical respectability. 
Supply-side economics is a kind of Hegelian synthesis of the classi¬ 

cal thesis and the Keynesian antithesis. It is newly born, still not 

sure it has all its fingers and toes. Obviously it will need some nurture 

and disciplining if it survives infancy. An optimist—the writer—dares 

hope that it will avoid the reciprocal blindness of classical economics 

on the one hand and Keynesian economics on the other, the first 

of which contended that supply created its own demand and the 

other implying that demand creates its own supply. One hopes that 

we would read again the wise words of that great nineteenth-century 

English economist, Alfred Marshall, who told us that it was as use¬ 

less to contend which was the more important, supply or demand, 

as to argue about which blade of the scissors did the cutting. 

52 



Critical Issues & Decisions 

Commentary 

General Overview of Supply-Side Economics 

Many different terms have been used to describe economics during 

the past century. They include the dismal science, the invisible hand, 

the allocation of scarce resources, and the free market. Economics 

as a system has been described by Adam Smith in his Wealth of 

Nations, J. B. Say in Say's Law, John Maynard Keynes in the General 

Theory of Employment Interest and Money, and many others of 

similar or lesser stature. 
Politicians have generally recognized that most Americans vote 

their pocketbooks. For this reason, economics has played a large 

part in the American political process, challenging each political 

party to search for a sure cure for what ails the economic system 

at any give time, be it unemployment, inflation, low profits, or 

high interest rates. 

The present Administration's answer to this challenge was to 

respond with what has been termed "supply-side" economics, the 

idea being that by stimulating the productive plant or by increasing 

its efficiency, increased production will be forthcoming. This will 

reduce unemployment, stimulate investment, increase tax revenues, 

and reduce inflation. This is all to be accomplished through a pro¬ 

gram of cutting government spending and reducing government regu¬ 

lation (the much-heralded "get the government off our back" cry). 

Coupled with this is to be a substantial tax cut aimed at stimulating 

investment by selectively giving businesses and high income earners 
the largest cuts. 
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Will it work? Will "supply-side" economics as a program, if en¬ 

acted, stimulate investment, increase productivity, and reduce in¬ 

flation? This is a $64,000 question. 

There is little sound economic theory to support the idea that 

such a program of inconsistent economically related actions will 

have the desired effect on the economy. However, most items do 

have wide public support, and their impact may be more psychologi¬ 

cal than economic. 

The three most apparent weaknesses of the proposed "supply- 

side" economic program are as follows: 

1. The program is not based on sound economic principles and 

is internally inconsistent. 

2. The program is only working on the extreme margins of the 

total economic system. Alleged impacts, if they were to achieve 

their greatest goals, would affect the economy only minutely. 

3. Probably the greatest weakness is that the program deals with 

the economy as it was conceived during the first half of the twenti¬ 

eth century, that is, as a nice, neat competitive free market system. 

Significant structural changes have occurred both domestically and 

internationally to suggest there no longer exists a free market econo¬ 

my. There certainly exists sufficient evidence that the major econo¬ 

mies of the world are so closely linked by large multinational firms 

and trading organizations that tinkering with marginal elements of 

the U.S. economic system as the "supply-side'program is suppposed 

to do, will be, from an operational standpoint, largely ineffective. 

The markets in international currencies, oil, aircraft, steel, automo¬ 

biles, grains, tires, farm equipment, computers, and a growing list of 

other commodities essentially link the U.S. with a worldwide eco¬ 

nomic environment. The Administration's commitment to "free 

trade" makes this even more true and makes the proposed program 

even less likely to succeed, especially when the free trade philosophy 

is marred by threats of Japanese car import limitations and other 

non-laissez-faire actions attributable to politics rather than eco¬ 

nomics. 

At best, the proposed "supply-side" economic program can be 

likened to a blind man's swing at his opponent. Chances are slim 

it will connect with a telling blow, but given the present state of the 

economic arts, what alternatives are there? 
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Implications for the Department of Defense 

Supply-side economics is defined here as a package of adminis¬ 

tration proposals intended to facilitate economic recovery. Supply- 

side economics includes the following dicta: 

1. Cut (in constant value dollars) total federal expenditures 

while permitting some real expansion in defense expenditures. 

2. Cut taxes, with the cut directed at reducing the marginal tax 

rates of the upper middle class and the wealthy, and at increasing 

corporate depreciation allowances so as to encourage investment in 

new and more efficient plants. 

3. Permit only a modest, steady expansion of the currency, 

even at the cost of high interest rates. 

4. Reduce federal government regulations. 

The premise of supply-side economics is that productivity has suf¬ 

fered because of a lack of opportunity for capital formation and a 

lack of incentive for investment. Cutting government consumption 

will provide the incentive. The entrepreneurial spirit will be revived. 

Removal of counter-productive regulations will both encourage this 

spirit and raise productivity. Tight money will prevent inflation. 

When the investment produces a greater supply of goods and services, 

everyone will be better off. 

Dr. Paarlberg implicitly acknowledges the following caveats in the 

supply-side program: 

1. The tax cut has a weak theoretical basis; it stimulates more 

incremental demand than incremental capacity, at least in the short 
run. 

2. The tax cut may not be perceived as fair to the majority and 

therefore may not be politically acceptable. 
Nevertheless, Dr. Paarlberg recommends that the supply-side eco¬ 

nomic program be implemented, even though it can't do the whole 

job. He further refutes pessimism on the limits of growth by observ¬ 

ing that technological advance has always come through in the past. 

The following reservations are my own. Dr. Paarlberg does not 

necessarily agree with them, but he characterizes them as "hard 

questions." 

1. The cut in federal expenditures will involve throwing out the 

baby of investment along with the bathwater of consumption. 
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2. The funds released are not targeted for investment; they may 

leak into speculation or consumption. 

3. Supply-side economics neglects other plausible explanations of 

the productivity decline, including:these: 
• Short-sighted, salaried corporate managers who lack the 

entrepreneurial spirit (or who are not permitted to exercise it by 

short-sighted stockholders) and who therefore concentrated on 

short-term results and permitted their plans to become obsolete in 

the 1950s and 1960s. 

• Decline of the work ethic, involving both implicit contracts 

between labor and management, which protect inefficient labor 

from market pressure, and abuse of recreational drugs ranging from 

cannabis to television. 

The Department of Defense (DOD) is generally exempt from the 

expenditure cuts because of the urgency of an improved military 

posture. Nevertheless, because supply-side economics demands a 

cut in federal consumption, and because most DOD expenditures 

are consumption, DOD managers are obliged to attain this improved 

military posture at minimum expense and with maximum beneficial 

effects on the economy as a whole. This will involve both the appli¬ 

cation of supply-side economics to the mainstream of defense acqui¬ 

sition and managing the side effects of increased DOD expenditures 

to amplify the good effects of supply-side economics and perhaps 

even compensate for its deficiences. 

Applying Supply-Side Economics to Defense Acquisition 

Of the four tenets of supply-side economics, only the last, 
reduction of federal government regulations, applies to defense 

acquisition, but it applies well. A weakness of the federal government 

is that each time a potential abuse is perceived, a rule designed to 

correct it is applied to the whole enterprise. The combination of all 

those rules and reporting requirements leads to paralysis. Victims 

of over - regulation include not only defense contractors but the 

DOD itself. 
For example, under the Carter Administration, the OMB rec¬ 

ognized that information was a valuable commodity and tried to 

put limits on the amount of information regulating agencies could 
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demand from businesses. But we just as urgently need limits on 

the information that regulating offices (inside and outside the 

DOD) can demand from DOD components and from Defense con¬ 

tractors. Such limits would get the job done at lower cost and still 

permit worldwide reductions in DOD manpower. 

Other techniques may be available to increase DOD efficiency. 

The Navy's Industrial Funding system, which targets appropriations 

for agents who can select among in-house performing activities, 

provides motives for efficiency and could be used elsewhere. 

Large defense expenditures will inevitably have side effects. 
The challenge is to make sure that they are beneficial. We currently 

use procurement policy to support social goods unrelated to or even 

opposing efficient acquisition, for example, minority small-business 
set asides and the Davis-Bacon Act. If we accept the spirit of supply- 

side economics, we should eliminate those features designed to dis¬ 

tribute income downward and stimulate consumption, and substitute 

provisions designed to stimulate investment. 
Indeed, if we count on technology to raise the limits of growth 

and note that many of the revolutionary technologies were born of 

or fostered by military necessity (transport, computers, integrated 

circuits), there may be a significant opportunity to institute policies 

to ensure that DOD will be making long-range investments to ensure 

the development of new technology, including investments that are 

too long-term for corporate managers. 
The Research, Development, Test and Evaluation (RDT&E) 

component of a Service budget is generally 10-15 percent of the 

total, but this percentage is misleading as the bulk of these funds pays 

for the engineering of specific end items. Investment in the tech¬ 

nology base (research, exploratory development, and technology 

demonstration) is usually on the order of 2 percent of the total. 

Significant increases in the latter component should be made and 

would hardly be noticed in the total. 

Another form of investment is Independent Research and 
Development (IR&D), in which defense contractors are permitted 

to include in their overhead a modest percentage to create a fund 

for the development of new products and technology. In contrast 
to direct technology base investment, IR&D investment decisions 

are made by the contractor and counterbalance errors in the Ser- 
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vice's investment strategy. Increased defense product engineering will 

automatically increase IR&D. Some meddling to ensure that some 

of the increase goes to long-term investment is probably warranted. 

Another long-term investment is the education industry, which 

expanded, perhaps excessively, in response to Sputnik Fever but is 

now stagnant. Federal budget cuts directed at the industry are 

viewed by some as self-serving and unresponsive. Yet education is 

one of the most valuable and productive long-term national invest¬ 

ments. 

A possible resolution would be to permit defense contractors 

to charge for the advanced education of their staff. Thus, DOD 

would be making a long-term investment in human capital, but the 

institutions would be chosen not by an educational bureaucracy 

but by hard-nosed defense contractors. 

The past decade has seen a failure of economists to deliver on their 

promise that they could "fine tune"the economy. Although their 

models are not in good order, there seems general agreement that 

policies are needed to encourage investment and that counterpro¬ 

ductive government regulations should be reduced. 

The DOD is largely exempt from federal expenditure cuts required 

to release funds for investment. Nevertheless, the DOD should 

recognize its responsibility to accomplish its mission at minimum 

cost and to encourage investment that will eventually raise produc¬ 

tivity. It can help accomplish the first goal by reducing regulations 

and the second by reducing its policies supporting social goals and, 

instead, encouraging (and funding) additional investment in the 

national technology base. 

NASA's Future Under "Supply-Side Economics 

Before discussing NASA's prospects in the 1980s under President 

Reagan's economic policies, we must assess the possible impact of 

the Administration's supply-side economic formula for recovery. 

The formula consists of four components: 

1. A reduction in federal spending 

2. A reduction in income tax 

3. A compatible (tight) monetary policy 

4. A reduction in federal regulations. 
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The second and third components will have little or no effect on 

NASA's future. Consequently, this discussion will concentrate on 

the first and fourth components. 

President Reagan outlined his program in a Presidential message 

to Congress on February 18, 1981. In that message, "A Program for 

Economic Recovery," President Reagan indicated that in times of 

economic stress such as that facing the nation, the federal budget 

could still continue to carry many programs of national interest, 

but these programs would not necessarily be accorded the same 

urgency as before. 

Fie further stated that, overall, NASA's programs would be slightly 

reduced by trimming back, eliminating, or delaying lower-priority 

programs, while the essential R&D and Space Shuttle programs 

would be continued at essentially the previously budgeted levels. 

That statement translated into a budget reduction of $604 million, 

resulting in a revised FY82 budget of $6,122 billion. The budget 
reduction was accompanied by a mandate to reduce the civilian 

workforce by 804 (approximately 4 percent), from 22,613 to 
21,809. 

Generally speaking, the revised budget does the following: 

1. preserves the Space Shuttle research, development, and flight 

test schdule; 
2. continues production of a four orbiter fleet on the same 

schedule as before; 

3. maintains an option for a fifth Shuttle orbiter; 

4. supports continued development of the Space Telescope; 

5. schedules the Galileo mission to Jupiter for a 1985 Shuttle 

launch using a modified Centaur upper stage; 

6. continues support for flight missions such as Voyager that 

have been launched and are returning valuable scientific data; 

7. provides for continued development of Landsat D for launch 
in 1982; 

8. supports preparation for the early years of Shuttle operations 

at a reduced rate of buildup; 

9. eliminates or defers all FY 1981 and 1982 new program initia¬ 

tives in Space Science, Aeronautics and Aplications; 

10. deletes the U.S. Solar Polar spacecraft but supports NASA's 

commitment to the European Space Agency by providing for a 

59 



Critical Issues & Decisions 

1986 launch opportunity for a cooperative mission using the ESA 

spacecraft; 

11. makes significant across-the-board cuts in aeronautical and 

space technology development but retains an effective aerospace 

research base; 

12. deletes planned Construction of Facilities projects including 

the Transonic Dynamics Tunnel, the Small Engine Component 

Test Facility, the Mach 19 Nitrogen Tunnel, and a project to reduce 

energy consumption. 

Is this budget a crippling blow to NASA's vitality and future? 

I think not. NASA has been faced with difficult tasks before and has 
always found ways to overcome seemingly unsolvable obstacles. To 
accomplish successfully the remaining programs within the present 
funding and manpower constraints, NASA must develop new and im¬ 
proved management techniques that will increase productivity. In 
supply-side economics, the proposed tax reductions are intended 
to motivate industry to modernize their plants, thereby increasing 
their productivity. Since NASA is not subject to a tax incentive 
and since NASA's R&D missions do not, as a rule, require quantity 
production, contractors are not motivated to modernize their plants 
for NASA as they would for DOD business. 

NASA's opportunity for increased productivity lies mainly in 
developing new management systems. This concept applies equally 
to NASA's contractors, who customarily provide only limited 

numbers (1-5) of specified items under their contracts as opposed to 

quantity production under DOD contracts. Since NASA and DOD 

both use to a great extent the same segment of industry to produce 

their technology, NASA will experience a natural "fall-out" from 

industry's modernization for DOD's long-production run require¬ 

ment, thus allowing NASA to reap some of the benefits from the 

tax relief component of supply-side economics. 

Since NASA is not a regulatory agency, the fourth component of 

the supply-side economics (i.e., reduction of federal regulations) 

will result in minimal impact on NASA and its contractors. 

In summary, while some new and worthwhile programs are being 

delayed, deleted, or reduced in priority, NASA's important ongoing 

programs will continue to receive budget and management support. 

Thus, even though it is not quite what NASA would have opted for, 

Mr. Reagan's budget will not have a fatal impact on NASA's future. 
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Agricultural Issues for the 80's in the Economic Picture 

Agriculture must be a significant part of any plan to improve the 
U.S. economy. There are 23 million people employed in agriculture- 
related jobs (one-fifth of the national labor force). Agriculture 
accounts for 20 percent of the nation's Gross National Product. 

Three areas offer promising opportunities for action that should 
help stem inflation: (1) commodity payments to producers, (2) 
productivity, and (3) agricultural exports. 

The U.S. has a long history of price supports for many agricultural 
commodities. Price supports have been defended as necessary to 
ensure stable production levels and farm income. However, govern¬ 

ment programs can insulate producers from market forces. This can 
lead to a slowness in adjusting production levels, less incentive 
to become more efficient, and prices that are not competitive on the 
world market. The dairy support program provides a recent example 
of a support program that is stimulating too much production and 
becoming too expensive. Support programs should be continued 
but with frequent adjustments that keep prices more in line with 
market conditions. 

The record of productivity in the agricultural sector has been 
good. However, more recently there appears to be a leveling off 
with little or no increase in agricultural productivity. Yield-per- 
acre appears to have leveled off for some crops and output-per- 
worker may not be increasing. Mechanization has played an im¬ 
portant role in productivity gains for agriculture, but the impact 
of a strong program of research and development across all phases 
of agricultural production and marketing has been a strong underly¬ 
ing factor. An increase in prices and in intensity of agricultural re¬ 
search related to productivity is seen as one input for increased 
productivity for the future. 

Agriculture will net a trade surplus of about $30 billion this year, 
a hugh contribution to the national balance of payments. Continued 
success in exports is linked to our action in the commodity payments 
and productivity. How competitive the U.S. becomes in the world 
marketplace and our capacity to produce adequate supplies for the 
export market will determine how large our share of this market will 
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be. The attention the U.S. gives to ensuring adequate supplies at 

competitive world market prices and negotiations for trade agree¬ 

ment will be critical to the success of the U.S. in taking advantage 

of agricultural exports to strengthen the U.S. economy. 
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IF NOT DETENTE, THEN WHAT? 

Robert L. Pfaltzgraff, Jr. 

In the United States in recent years there has been a dramatic 

transformation in outlook toward the Soviet Union. This is based 

upon several factors which will affect profoundly the American 

conception of the Soviet Union in the years ahead and the policy 

options available to the United States in coping with what has been 

aptly described as "the present danger" posed for the United States 

by the Soviet Union. To understand the evolution of this changed 

outlook toward the Soviet Union, it is essential to assess, first and 

foremost, the apparent differences that emerged between the United 

States and the Soviet Union in their conceptions of detente in the 

early to mid-1970s. Furthermore, it is necessary to examine the prin¬ 

cipal features of Soviet foreign policy during the last decade. Last 

but not least, crucial to an understanding of the foreign policy prob¬ 

lems confronting the United States in its relationship with the Soviet 

Union in the years just ahead is an assessment of the change in 

the strategic military balance between the superpowers in the last 

decade. 

The apparent differences in the ways the United States and the 

Soviet Union have reviewed detente result from the idea that, in 

retrospect, detente was oversold to the American public and was 

based upon illusion, even within much of our official policy com¬ 

munity in the early to mid-1970s. As we look back upon the last 

decade, it is evident that the failure of detente, as defined by Ameri¬ 

can policymakers, can be dated from the October War of 1973, 

which also, incidentally, cast into doubt one of the other central 

premises upon which American foreign policy in those years had 

been built, namely, the ability of allies and friends to become surro¬ 

gates for American power in one or more regions of the world in 

which the United States was forced by circumstances to reduce 

its commitments. 

President, Institute for Foreign Policy Analysis, Inc.; Associate Professor of 
International Politics at the Fletcher School of Law and Diplomacy, Tufts 
University. 
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The failure of detente diplomacy is deeply rooted in the American 

outlook toward the Soviet Union. Three successive Administrations 

have tried variants of detente diplomacy with the Soviet Union— 

Nixon's, Ford's, and Carter's—although their conceptions of Soviet- 

American relations differed substantially from each other. The re¬ 

sults of each have been at least less than satisfactory and at most 

potentially disastrous to the security interests of the United States. 

The Nixon-Ford-Kissinger approach sought a conception of linkage 

between Soviet behavior in one category of foreign policy and in 

another. An attempt was made in the principles of coexistence to 

which each side agreed in May 1972 to establish a code of conduct 

for superpowers based on the exercise of unilateral restraint and the 

avoidance of efforts by either side to gain advantage in regional issues 

at the expense of the other. The Nixon-Ford-Kissinger approach 

sought an East-West balance with the Soviet Union by the SALT 

accords, which codified parity, by normalizing American relations 

with China and at the same time encouraging the growth of U.S. 

surrogate powers in various regions of the world. Moreover, Soviet 

behavior in one category, especially trade, would be linked to Soviet 

behavior in other categories. The Soviet Union would come, it was 

hoped, to have a vested interest in detente because of its potential 

and existing benefits. 

The Carter Administration's approach to U.S.-Soviet relations 

was fraught with paradox, reflecting the apparent split within his 

own Administration on U.S.-Soviet relations. Carter came to office 

as a critic of the Nixon-Ford-Kissinger approaches to relations with 

Moscow. He sought to subordinate U.S.-Soviet relations to other, 

allegedly more important global issues—those of the Third World. 

He attempted to align American policy, in the United Nations for 

example, with Third World aspirations. This idea reached its zenith 

in President Carter's 1977 Notre Dame Speech: "Being confident 

of our own future, we are now free of that inordinate fear of com¬ 

munism which once led us to embrace any dictator who joined us 

in that fear. I am glad that's being changed." At the same time, 

Mr. Carter sought to make human rights a central element in U.S.- 

Soviet relations, together with the achievement of arms limitation 

agreements—the SALT. He held to a belief that unilateral restraint 

on the part of the United States would produce reciprocal action 

66 



Critical Issues & Decisions 

on the part of the Soviet Union. Perhaps even more than the Nixon- 

Ford-Kissinger policy, Carter's efforts were failures and were per¬ 

ceived as failures by a growing number of his countrymen and 

eventually by most of those who voted in the election of 1980. 

Toward the end of his Administration, and particularly after the 

Soviet invasion of Afghanistan in December 1979, there were im¬ 

portant manifestations of a changing outlook on his part—in particu¬ 

lar, the withdrawal of the SALT 11 Treaty from Senate consideration 

—although Carter had promised in the Presidential campaign to re¬ 

submit the Treaty to the Senate if he was reelected. Here it is doubt¬ 

ful that the SALT II Treaty would have achieved Senate ratification 

even before the Soviet invasion of Afghanistan. It probably would 

have been ratified only if it were linked with vast increases in Ameri¬ 

can defense capabilities to cope with the growing challenge posed 

by the Soviet Union as a result of its military buildup in the 1970s. 

These successive failures in American efforts to bring about an 

improved relationship with the Soviet Union set the stage for the 

debate that erupted in the United States in the late 1970s, both 

about the nature of the American role in the context of U.S. nation¬ 

al interests and the implications of the growth of Soviet strategic 

military power for the security of the United States and its allies. 

Of major importance in this debate was the repeated evidence of a 

fundamental difference between the American and Soviet approach¬ 

es to regional stability or instability. It may be argued that Kissinger 

had understood the nature of the Soviet Union as what he termed an 

imperial power, a state in the imperial phase of its history and be¬ 

having much as such states could be expected to behave in their 
international relationships. Although, or because, the American 

willingness to devote adequate resources to national security and to 
foreign policy had apparently declined in the post-Vietnam period, 

it was essential for the United States to call upon whatever restraints 

existed to contain Soviet power. This was the context in which the 

United States made repeated efforts to call into being, as if it were 

possible to do so, a global system of several power centers. The 

United States was engaged in a holding action until a new con¬ 

sensus could emerge in support of a more activist, internationalist 
and effective foreign policy. 
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If this was the case, the effect of U.S. policies of the early 1970s 

was to produce unwarranted expectations of immediate success—a 

generation of peace or a new structure for global peace, as the terms 

were widely used—although by the end of the 1970s the United 

States had begun to enter yet a new phase in its foreign policy. 

It was the widening gap between American expectations and Soviet 

policy—in Angola, Yemen, Somolia, Ethiopia, Southeast Asia, and 

finally Afghanistan—that produced the coup de grace for the Soviet - 

American relationship in the 1970s and the assumptions on which it 

was based. The evidence mounted that Moscow held to a conception 

of detente, acknowledged by the Soviet leadership itself, in which 

periodic improvements in relations with the United States in no way 

diminished the need for a continued struggle against Western imperi¬ 

alism. Whereas we had perceived detente often as an end in itself, 

a condition of peace and global stability, the realization grew in the 

United States that for the Soviet Union detente was a process, or 

means, toward an end—that struggle, not stability, was inherent in 

international political relationships. 

By the end of the 1970s we had come full circle, from a concep¬ 

tion of containment in a generation after World World II that rested 

on a broadly based bipartisan consensus until the Vietnam War, but 

which was shattered until the mid to late 1970s, and which has 

begun to be restored as a new nationalism (some would say neo¬ 

conservatism) massively demonstrated in the election of 1980. 

Of perhaps equal importance to the changed U.S.-Soviet relations 

was the dawning realization in the strategic military affairs com¬ 

munity of the United States that fundamental differences existed 

between the superpowers in their conceptions of strategic stability 

and of military doctrine. Translations of Soviet literature and the 

study of Soviet military concepts yielded abundant evidence that 

the Soviet Union placed emphasis on concepts of surprise and pre¬ 

emption, as well as the integration into a doctrinal framework of 

strategic offense and strategic defense. Deterrence in a strategic- 

military sense had different force level requirements in the Soviet 

Union than in the United States. If nuclear was unthinkable in the 

United States, the Soviet Union was working on means to survive 

it. The recognition of such asymmetries in Soviet and American 

doctrine led to a belief that American conceptions of strategic 
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doctrine, grounded in mutual destruction, were inadequate in a 

strategic relationship in which one's adversary held to a funda¬ 

mentally different conception of deterrence and of the potential 

role accorded to strategic military power in support of political 

objectives. 

With a growing appreciation of difference between the doctrines 

espoused by the Soviet leaders and those of the United States, it 

was only logical to relate such statements to strategic nuclear force 

levels and to the trends manifest in the Soviet strategic force pro¬ 

gram. If Soviet doctrine stressed preemption and surprise, together 

with the survivability of the Soviet Union in the event of nuclear 

war—emminently sound military concepts and objectives—there was 

mounting evidence of Soviet strategic programs in keeping with such 

concepts. The Soviet air defense and civil defense programs, about 

which there was controversy in the United States related more to 
their extent and effectiveness than to their existence, were cited 

in support of Soviet doctrine. In contrast, the United States, per¬ 

haps in keeping with the concept of mutual assured destruction, had 
in effect abandoned air defense after about 1970. Similarly, Mos¬ 

cow's deployment of several fourth-generation ICBM launchers, 

the hardening of launch sites and facilities for elites, the deployment 

of ICBMs with throw-weight and accuracy potentially capable of 

destroying all or a major portion of the U.S. Minuteman force, gave 

evidence of a relationship between Soviet strategic doctrine and the 

force levels that were being developed and deployed in its support. 

Such was the context within which the SALT II Treaty debate 

took place in the United States. The American approach to SALT 

had been premised upon the mutual assured destruction doctrine 

(MAD) of the United States. Those who rejected MAD usually had 

serious reservations about a SALT II Treaty, which appeared only 

to codify a strategic military balance that was tilting ominously 

away from the United States. The split in the American strategic 

military affairs community between proponents of MAD and those 

who emphasized a much stronger defense posture based on counter¬ 

force was in part a division between proponents and opponents of 

the SALT II Treaty. A third approach may be noted—it was argued 

that the Treaty did not reduce substantially the strategic forces of 
either side and therefore could not be said to constitute genuine 
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arms control. It was such dissension that ultimately helped defeat 

the SALT II Treaty. But the debate on the SALT II Treaty was 

really a debate about U.S.-Soviet relations, past, present and prospec¬ 

tive. Critics of the Treaty argued that in the decade of SALT the 

Soviet Union had achieved, with the United States, not only parity 

but an increasing measure of superiority in most categories of strate¬ 

gic forces. In the decade of SALT, the Minuteman vulnerability 

problem had grown. The Interim Agreement on Offensive Systems 

signed in 1972 had conceded the Soviet Union a quantitative edge 

in ICBM launchers, while the SALT process since 1972 had done 

little, if anything, to restrain a qualitative Soviet improvement. In 

short, SALT had been perceived increasingly to be a kind of strategic 

cul-de-sac for the United States. Clearly, with or without SALT, we 

would face the need for major new strategic programs in the 1980s 

if we were to counter the Soviet buildup. Opponents rested their 

case on the fact that the Treaty codified a superpower strategic 

military relationship grossly disadvantageous to the United States. 

Proponents were often able only to argue that, without the Treaty, 

the United States would be even worse off because the balance 

would tilt even further away from the United States. The recourse, 

both came to agree in principle, lay in American modernization 

programs designed to rectify perceived deficiencies in the U.S. mili¬ 

tary force posture. 

In retrospect, it may be argued that just as the United States 

expected too much from a detente relationship with the Soviet 

Union, it placed excessive hopes in SALT and in arms control gen¬ 

erally. By the early 1980s, the dominant view had come to be that 

arms control policy would be no substitute for an adequate strategic 

doctrine or for effective defense modernization programs in the 

United States. Thus the election of 1980 symbolized, in foreign 

policy, the rejection of a large number of assumptions of the 1970s 

about U.S.-Soviet relations, including the previously fashionable 

view that military power, relative to other instruments of state¬ 

craft in foreign policy, was of little importance to the United States. 

What then are the prospects for U.S.-Soviet relations in the 1980s? 

Much American analysis in recent years has focused on the phenom¬ 

enon of "window of vulnerability" for the United States, which 

translates into a "window of opportunity" for the Soviet Union. 
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The extent to which the Soviet Union presses whatever advantages 

may be said to accrue to it in the years just ahead will determine 

the nature and extent of stability or instability in the Soviet-Ameri- 

can relationship. Will the Soviet Union seek to exploit U.S. vulner¬ 

abilities during a period in which the United States is rebuilding its 

military capabilities? Will the Soviet Union engage the United States 

in crisis diplomacy in which Moscow's advantages will be substantial 

at progressively higher rungs in a hypothesized escalatory ladder- 

in a Cuban-missile-crisis-in-reverse scenario. In that crisis the United 

States held both local and regional conventional superiority and 
strategic-nuclear superiority. While the Soviet Union enjoyed mili¬ 

tary advantages in certain other crises, as in the successive tests of 

Western will in Berlin, the United States was superior at the strate¬ 

gic-nuclear level. As a result of trends in the last decade, we face 

the prospect of inferiority at both levels until and unless basic 

changes are made in our overall defense posture. 

Although many in the United States initially viewed without 

alarm the growth of Soviet military capabilities, even seeing them 

as contributing to stability, since Moscow presumably would be more 

inclined to negotiate arms ceilings once it had attained parity with 

the United States, the question now arises whether the Soviet Union 

can be expected to acquiesce in American efforts to narrow or 

eliminate a military gap favoring the Soviet Union. The ability to 

answer that question would enhance our understanding of the 

prospects for the U.S.-Soviet relationship in the years just ahead. 
Unless the Soviet Union had come to embrace American concep¬ 

tions of deterrence, strategic stability, arms control, and the pre¬ 

sumed disutility of military power in the late twentieth century, 

there would be little reason to expect Moscow to behave toward 

the United States as the United States did toward the Soviet Union 
while Moscow was narrowing the gap. 

Perhaps evidence of resolve and of strengthened national will on 

the part of the United States, seen in sharp contrast to the vacilla¬ 

tion in American policy of recent years, will provide the deus ex 

machine sufficient to deter the Soviet Union from exploiting what¬ 

ever advantage may be perceived to accrue from the vast capabilities 

accumulated during the last decade. It is conceivable that the United 

States will thus transform weakness into strength even in the absence 
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of sufficient military capabilities. But it is equally plausible that the 

Soviet Union will assess the correlation of forces as being maximally 

to its favor just before or precisely at the time that the United 

States begins to narrow the gap in military capabilities. In this event, 

the point of maximum danger in international crisis to the United 

States would seem to lie in the years just ahead. The approximate 

time of such a period of maximum danger depends upon whether 

the military advantage favoring the Soviet Union widens before it 

narrows, and when or whether it is transformed from the edge 

enjoyed by the Soviet Union to a "margin of safety" for the United 

States. 

To be sure, the Soviet Union faces numerous vulnerabilities both 

during and after its period of maximum opportunity. It is conceiva¬ 

ble that its formidable problems in Poland will deepen and spread 

and that repression by Moscow will meet with resistence. The pros¬ 

pect exists that the vulnerabilities of today will be magnified for 

the Soviet Union in the next decade or generation. These include 

declining productivity and an aging population as a result of demo¬ 

graphic trends, nationalities problems, repeated failures in agriculture 

and in the nonmilitary-industrial sector, and problems of reliability 

often noted in the forces of the Warsaw Pact and underscored by 

events in Poland. If such problems can be expected to create growing 

vulnerabilities for the Soviet Union in the next decade, does this 

not reinforce the notion that the maximum opportunities available 

to Moscow will fall within the next several years? 

What then are the policy options available to the United States in 

fashioning a global strategy in the years ahead? It is possible that 

the communication of national resolve by the United States to its 

principal adversary will elicit deference even in the absence of 

requisite strength, and that such signals will deter the Soviet Union 

from miscalculation in its relationship with the United States. But 

it can be argued that without the substance of power the United 

States risks a humiliating situation in which Moscow calls its bluff. 

Would it not be preferable for the United States to acquiesce in 

Soviet probes until American power is reconstituted? If the United 

States faces the specter of a Cuban-missile-crisis-in-reverse, would it 

not be less damaging to American interests and prestige to avoid by 

whatever means possible a confrontation with the Soviet Union in 
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the next several years? To answer such questions in the affirmative 
is to embrace a policy of appeasement based on weakness and to 
acknowledge the implications of the failure of American detente 
policy toward the Soviet Union for at least the past decade. 

To adopt such an approach is to assume, furthermore, that the 
United States necessarily has the luxury of choosing between de¬ 
fending its interests with whatever means may be available or accom¬ 
modating, if only temporarily and tactically, the superior power and 
designs of the Soviet Union. Although such choices are theoretically 
available, they confront in the real world vital interests for which 
such compromise based upon expediency may be impossible be¬ 
cause of the vital interests at stake. The most obvious example can 
be found in a hypothetically destabilized Saudi Arabia in which 
the Soviet Union becomes, or threatens to become, the dominant 

influence, with attendant consequences for Western Europe, Japan 

and the United States. 

In keeping with the notion of a world of diffused economic 

power, the United States can try to achieve a more equitable sharing 

of the burdens of international security with its allies, notably with 

Western Europe and Japan. Although there remain substantial dif¬ 

ferences between the United States and its allies stemming from their 

interests and relations with the Soviet Union (e.g., West German 

trade with the Soviet Union and the tangible benefits flowing from 

intra-German normalization), the United States will seek from its 

allies a fair share of defense both within their immediate regions 

and perhaps, although to a lesser extent, outside. Central to its 

strategy in the late twentieth century is the preservation of alliances. 

Although the power and the threat of the Soviet Union have grown, 

the United States faces, especially in Western Europe, allies whose 

policies are conditioned by domestic constituencies and constraints. 

These constraints lead governments to policies different from what 

the United States, in this new phase of American policy, is likely 

to consider adequate. In the years ahead, moreover, the Soviet 

Union can be expected to maintain its efforts to reinforce such 

tendencies as a means of encouraging what has been termed the 
Finlandization, or perhaps the Hollandization, of Western Europe. 

Soviet policy will be designed to strengthen those forces opposed 
to needed NATO modernization, including the deployment of 
long-range theater nuclear systems. 
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Such forces have achieved momentum in important constituencies 

in Western Europe. In some respects, however, their perspectives 

have not been at odds with the policy of the United States until 

recently. For more than a decade, successive American administra¬ 

tions urged upon our allies policies of detente and support for strate¬ 

gic arms control. SALT was initially an American, not a European, 

idea, although its most fervent supporters in the official policy 

community are now to be found not in the United States but in 

Western Europe. Just as present European perspectives are the 

products of forces shaped over at least a several-year period, policies 

of consistency and strength manifested by the United States will 
help to strengthen those among our allies who hold a common appre¬ 

ciation of the dangers confronting us. Such a change, however, will 

not come overnight. Thus if there is a lack of policy synchroniza¬ 

tion between the United States and its allies, its causes lie not only in 

our allies' quest for greater independence, but also in American 

policies of the past decade now discarded in the official American 

policy community but still deeply rooted in the prevailing orthodoxy 

of certain elites abroad. 

Of equal importance to the United States is the preservation, and 

to the extent necessary, the strengthening of relations with allies 

and friendly states in East Asia. In that region we have seen the 

evolution of a security framework over the last decade which con¬ 

tains as principal actors the Soviet Union, Japan, and China, in 

addition to the United States. This security system has been de¬ 

scribed as quadrilateral in its key actor membership, although it af¬ 

fects, and is affected by, relationships among lesser states, notably 

the two Koreas. It is asymmetrical as a result of the vast differences 

among its members in the major categories of military and economic 

strength. Only the United States possesses relatively balanced capa¬ 

bilities encompassing both the military and economic sinews of 

power. Over the last decade, whatever interests existed among at 

least some of the major actors to follow a policy of equalibrium 

with respect to the other members of the system—notably with 

China and the Soviet Union—have been replaced by a policy, es¬ 

pecially in the case of the United States, of de facto alignment with 

China against the Soviet Union, and in the case of Japan a quest 

for rapidly expanding trade with China. (Of course, the future of 
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Japan's economic relationships with China now seems less certain 

because of the apparent setbacks in the four modernizations in 

China and the apparent continuation of a power struggle within 

the PRC.) 

The security framework that has evolved in East Asia over the last 

decade has been set, of course, within the broader global strategic 

framework outlined earlier. That is to say, the manifest growth 

of Soviet military power, the outward thrust of Soviet policy into 

the littorals of the Indian Ocean, and the marked deterioration in 

relations between Moscow and Washington have deeply influenced 

alignment patterns in East Asia and can be expected to continue to 

do so in the years just ahead. Hence, elements of a classical balance 

of power model serve as useful reference points for analyzing region¬ 

al security at a macrocosmic level. 

In this respect the United States and China have evolved a series 
of parallel interests, together with a common appreciation of the 

threats posed by the Soviet Union. As the momentum of Soviet 

efforts in military modernization and its willingness to make direct 
or indirect use of such power politically, the American relationship 

with China changed from a framework based on equilibrium, or 

equidistance, to one providing for alignment, but not formal alliance, 

with China against the Soviet Union. By 1981 the ultimate extent of 

an American alignment with the PRC against the Soviet Union 

remained undecided; however, the scope of that relationship will 

be determined in the future, as historically it has been for other 

nations, by perceived dangers emanating from the Soviet Union. 

In the United States the assertion of a new nationalism, or a neo¬ 

conservatism, in foreign policy based on the recognition that the 

principal threat stems from the Soviet Union coincided with the 

same strategic assessment in Beijing. This PRC assessment included 

China's assertion that the Soviet Union was, and is, pursuing a two¬ 

pronged strategy in which pressure is applied to the West against 

NATO and to the East against China and Japan. China contributes 

to the contemporary regional and global security system by holding 

on her western frontier approximately one-quarter of Soviet military 

strength. To the East and to the West, the Soviet Union has been 

effectively contained by China and by NATO. Therefore, the Soviet 

Union has pushed southward into regions adjacent to the strategical- 
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ly vital Persian Gulf and into the oceans, in an effort to outflank 
Western Europe and to encircle China. This so-called two-pronged 
Soviet strategy, to which Chinese spokesmen have frequently re¬ 
ferred in recent years, is worth outlining here because it represents 
in a growing consensus among American analysts an accurate assess¬ 
ment of Soviet strategy. Thus we may speak of parallel Sino-Ameri- 
can interests in Soviet containment based on a common strategic 
appreciation which, nevertheless, does not necessarily translate into 
identical policies. 

Although China's and Japan's security perspectives in and beyond 
East Asia differ substantially, there has been a considerable change 
in the Japanese outlook on regional and international security issues 
in recent years. This results from four principal factors: the Soviet 
invasion of Afghanistan, the strengthening by the Soviet Union of 

its military forces in the northern territories seized from Japan at 

the end of the Second World War, the sustained maritime buildup 

by the Soviet Union in the seas adjacent to Japan at a time when the 

United States had drawn down its forces because of security interests 

in the Indian Ocean-Persian Gulf, and the threats posed to energy 

in the Persian Gulf region upon which Japan is so vitally dependent. 

As a result, Japan and the United States seem to be reaching a con¬ 

sensus on international security to an extent hardly imaginable even 

a few years ago. Japan's cosmetic consensus, however, is not yet 

sufficiently strong to support what the United States, and even some 

in Japan, would like to see Japan bear as a fair share of the security 

burden in the Western Pacific. Once again, as in the case of the 

European-American relationship, there is a lack of synchronization 

between Japanese and American policies, reflecting the interests of 

different constituencies. 

What will be needed in the Japanese-American relationship in the 

years ahead will be a conception of comprehensive security in 

which Japan can play a somewhat greater maritime defense role 

in the Western Pacific and a larger economic role outside the region. 

As with alliance relations elsewhere, U.S. cooperation with Japan 

will call for a sophisticated combination of American leadership 

and consultation, together with a continuing American-Japanese 

assessment of the global and regional security environment, leading 

to an appropriate division of labor based upon more adequate 

force levels from both Japan and the United States. 
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But the principal conflict arena, it is widely assumed, lies not in 

Western Europe or in East Asia, but in the Southern Hemisphere, in 

politically unstable Third World countries, some of which are im¬ 

portant producers of minerals upon which the United States and its 

allies depend. Although much attention has been focused on the 

Persian Gulf, the potential for instability and for conflict elsewhere 

is abundant. The causes of such conflict can be found in local social, 
economic, and political circumstances, in the upheavals that have 

followed the end of Western empires in such regions, and in the arm¬ 

ing of revolutionary groups by outside powers, especially the Soviet 

Union and Moscow's use of surrogate forces from Cuba. A decade 

ago the United States sought unsuccessfully to reach agreement with 

the Soviet Union that neither superpower would exploit such in¬ 

stability for unilateral advantage. In the 1980s the United States 

faces the immediate need to halt Soviet-Cuban arms transfers to such 

groups and to take other steps designed to prevent forces com¬ 

patible with American interests from being overwhelmed by Soviet- 

Cuban supported groups. In large part, this is the meaning of Amer¬ 

ican policy in El Salvador set in a broader strategic context. 

Thus the alternative to a discredited conception of detente is the 

pursuit by the United States of policies designed, first and foremost, 

to maintain and build coalitions of strength in support of vital in¬ 

terests while undertaking necessary defense modernization programs. 

This means, for the United States, steps to strengthen each of the 

legs of the triad of strategic forces and to increase their survivability 

in light of present or emerging asymmetries favoring the Soviet 
Union. Defense modernization necessarily encompasses general pur¬ 

pose forces as well as strategic nuclear capabilities. It includes the 

modernization of maritime forces as well as the development of a 

rapid deployment capability and the refurbishing of reserve forces. 

It means consideration both of the nature of future conflict and the 

creation of adequate doctrines and strategies, together with cor¬ 

rection of deficiencies in the American defense mobilization base 

both in its industrial infrastructure and in manpower-personnel di¬ 

mensions. 

Last but not least, the policy of the United States toward the 

Soviet Union must be set within a framework which has military 

as well as political-economic dimensions. Burden-sharing with allies 
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should encompass the concept of a fair share for each ally in de¬ 

fense, but it should also contain the notion that alliance partners 

contribute to the sharing of nonmilitary burdens as well—what in 

Japan has been termed comprehensive security. The alternative 

to detente, moreover, must seek to exploit existing and emerging 

Soviet vulnerabilities—to turn the Soviet Union inward to cope 

with its own formidable problems and thus to relieve outward 

pressures by Moscow upon the United States and its allies. To 

set forth such basic guidelines for American policy toward the 

Soviet Union is to acknowledge the existence of risks, especially 

in a period of maximum Soviet military power. However, to fail 

to take such steps would pose even greater risks for the United 

States and other peoples whose security will depend ultimately 

upon the strength and clarity of purpose of the United States in the 

years ahead. 
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Commentary on Foreign Policy 

After World War II, the U.S. adopted a policy of containment of 

Soviet expansion, a policy that in time had both successes and 

failures. But the war in Vietnam weakened domestic resolve for 

military opposition to communist aggression. This change of heart 
led to a policy of detente, which most Americans considered a 

way of reaching an accommodation with the Soviets. It was clearly 

based on the assumption that the Soviets would halt their expansion¬ 

ism if we enlarged our trade with them, limited our arms develop¬ 

ment and procurement, accepted Soviet hegemony where it existed, 
and otherwise backed away from confronting the USSR. It now 

seems clear that the Soviets never had the same perception of detente 

that we had; they have not acted as though detente posed any barrier 

to their expansionism or arms build-up. 

If one believes, as we do, that the Soviets remain committed to 

global domination, then one must assess the threat the Soviets 

pose to the U.S. and the rest of the world. This threat is composed 

of three major elements. 
First of all, the Soviets have a clear superiority over the U.S. in 

both strategic and conventional military capability. This superiority 
not only exists quantitatively, but may also exist qualitatively, 

particularly in some weapons categories. Their strategic threat is 

intensified by policies that assume that the Soviet Union would 

make the first strike, enjoy a grossly superior edge after it, and 

have more weapons left even if we had the will to retaliate with 
what is left us after the first strike. The Soviets obviously have much 

greater conventional forces and can now project them virtually any¬ 

where they want. Their projection capability exceeds our own, at 

least in such vitally important areas as the Persian Gulf and the Horn 

of Africa. And it will take many years for the U.S. (or any other 

nation) to develop and deploy new weapons in sufficient numbers 

to close the gap. 
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Second, our allies in Western Europe are moving towards their 

own accommodation with the Soviets. In part this stems from a 

growing dependence on East-West trade (the West seems to be more 

dependent than the East, at least politically), a mistrust of the U.S.'s 

capability and willingness to help Europe, the fear that Europe 

would suffer as much as or more than anyone else in a nuclear war, 

their vulnerability in resources such as energy, and their feeling that 

perhaps Finlandization is not so bad. In short, our allies, with their 

own economic and social problems, are becoming less and less will¬ 

ing to spend more on arms or to curtail East-West trade in a way that 

would put pressure on the Comecon nations. Japan is in much the 
same position, though Soviet occupation of former Japanese islands 

(e.g., North Sakhalin) reduces the likelihood of a Russo-Japanese 

accommodation. 

Finally, the Third World is the area easiest for the Soviets to pene¬ 

trate. While there are exceptions, the standard of living in most of 

these countries is extremely low and is getting even worse in relation 

to that of most Northern nations. Some form of socialistic economy 

appears to be more attractive to them than capitalism, an attraction 

that results in a conceptual friendliness with Moscow. In many cases, 

our allies do not seem to feel that there is any real threat from the 

Soviets. Moreover, with Soviet successes in every part of the globe, 

indigenous communist movements can and do receive direct aid from 

their neighbors in states such as Vietnam, Ethiopia, and Cuba. 

The result of this threat is that the Soviets now have what has 

been termed a "window of opportunity" to expand their influence. 

Conversely, the U.S. is said to have a "window of vulnerability" 

that grows wider as Soviet military superiority increases. Moreover, 

trying to defend the status quo everywhere, which obviously can be 

very unpopular in some countries, is inherently much more diffi¬ 
cult than the Soviet foreign policy of destabilizing any situation out¬ 

side of its world that it can. The Soviet window of opportunity will 

be at its widest just at the moment when the U.S. decides to re-arm 

but has not yet been able to increase significantly its deployed forces. 

Given the nature of the threat, the question becomes, What can 

and should the U.S. try to do about it? The objective is clearly to 

reach some form of accommodation with the Soviets. Should this 

accommodation be achieved through some form of (self-) Finlandiza- 
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tion, through some form of detente, or through a rebuilding of U.S. 

strength that would allow greater leverage in any negotiations or con¬ 

frontations with the Soviets? If the latter route is taken, there re¬ 

mains the question, What should the U.S. do while its window of 

vulnerability is most widely open? For example, what should the 

U.S. do in the event of a Soviet-sponsored Baluchi war of inde¬ 

pendence which threatens the Straits of Hormuz? 

The U.S. appears to have only two real choices: It can accede (at 

different paces) to further extensions of Soviet power and the 

resulting reductions in the independence of the U.S. and other 

states, or it can attempt to regain sufficient military power to con¬ 

front the Soviets in those areas most sensitive to our national interest 

(which could be any area not currently in the hands of the Soviets 

or their proxies). While conceding that the Finlandization of the 
U.S. might not be that bad—even that it may be inevitable—we 

strongly recommend that the President take the other course and 

adopt a policy of confronting the Soviets' expansionist moves 

with sufficient power, including military power, to deter them. 

Specific actions that we feel should be pursued include the fol¬ 
lowing: 

1. Since the only area in which the Soviets have real superiority 

over the U.S. is military, the starting place for relieving the pressure 

is to build up the West's strategic and conventional weapons. But 

how, given the current Soviet superiority, should this build-up 

take place? 

2. While the allies, particularly Japan, may be willing to devote 

more to their military forces (and this should be encouraged), the 
U.S. should not count on assistance in any ally's confrontation in 
which its homeland is not directly threatened. 

3. A greater conventional military force would ensure the quick 

deployment of large numbers of trained forces, including logistical 

support and tactical air power. At some point, the U.S. needs to 

admit that the all-volunteer army is a failure in providing the number 

and quality of its personnel. In short, the resumption of the draft 

and the maintenance of reserves at a higher level of capability are 
needed. Other needed steps include the strengthening of air and 

naval support units and the ability to protect them, the develop¬ 

ment of a new generation of hand-held missile-type weapons that 
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do not expose the users to great danger, and the development of 
extremely simple weapon systems that can be used quickly and 

effectively by unsophisticated forces such as local guerrilla groups 
in Afghanistan. 

How should we reduce the time it takes to develop a new weapon 
system? Of particular interest is the development of a sufficient, in¬ 
being industrial capacity to produce the most important weapon 

systems and the strategic resource reserves from which to make the 

weapons. 
How do we get out of the post-war military thinking that stifles 

the procurement of weapon systems? Evidence suggests that the two 

things that have scared the Soviets the most in recent years are the 

cruise missile and the ability of the U.S. to go into space and recover 

whatever it wants. There are undoubtedly analogous weapons sys¬ 
tems for conventional warfare that could be developed to overcome 

the numerical superiority of the Soviets in such areas as tanks and 
and tanks may look good by the standards of past wars but may 

be inefficient and ineffective in offsetting the Soviet threat. In this 

area we need more open debate on survival capability and more 

cooperation with our allies in developing technology. 

We must decide what percent of GNP is appropriate for rebuilding 

the military. Perhaps the job could be done relatively cheaply if 

the right weapons systems were chosen to go with greater and better 

manpower. On the other hand, adding $50 billion a year may be 

worthless if it is spent outproducing the Soviets in. tanks or paying 

draftees more. 

We must be willing to supply other nations or factions within 

nations with military and economic help in countering threats by 

the Soviets or their proxies. This will, of course, stretch our pro¬ 

duction budget and may up the percent of GNP devoted directly to 

confronting the Soviet threat. But it should also reduce the per- 

copy costs, gain some return of trade dollars (e.g., from OPEC 

countries), and allow the testing of military equipment by others. 

An important question is whether the U.S. will ever be credible 

in international defense until it once again shows a willingness to 

have its troops bloodied in some kind of conflict. Obviously, it 

would not be to our advantage to commit ourselves to another con¬ 

flict like Vietnam, in which the logistics and other odds were stacked 
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against us. Yet the legacy of the Vietnam war is such that even if 

U.S. public opinon has shifted to the point at which the public 

would support at least limited military intervention, neither the 

Soviets nor our (potential) allies may perceive the shift. 

We must use trade more effectively as a weapon. Trade with the 

Soviets and their satellites by the U.S. and allied nations may help 

Western economies, but, at the same time, it allows the Soviets 

to devote their resources more fully to increasing their military 

might. Moreover, to the extent that this trade transfers technology 

to the Soviets or increases Europe's dependence on the Soviets for 

energy, it strengthens the Soviets vis-a-vis the West. This is not the 

classical economics classroom prespription for free trade, of course, 

but rather a recognition that the Soviets' gains from trade can 

translate into military and political power that is greatly to our 

disadvantage. 

How can we most effectively sue our agricultural products to our 
advantage? The USSR has done a terrible job in handling its agricul¬ 

tural problems, and Eastern Europe has the same kind of prob¬ 
lems. But holding back on agricultural trade with the Soviets often 

creates disproportionate hardships on our agricultural sector. Fur¬ 

thermore, when the U.S. constrains the shipment of agricu1 turaI 

products, the Soviets can rucoup some of the loss from other sources, 

albeit often at higher prices. In short, we need to find a mechanism, 

which might require greater federal intervention than free market 

economists are willing to tolerate under normal conditions, to assure 

as much damage to the Soviet economy as possible when it em¬ 

barks upon an expanionist venture. 

Our allies have shown a remarkable willingness to offset any re¬ 

ductions we may make in trade with the Soviets by increases in their 

own. Moreover, they assume that the GATT agreements give them 

every right of access to our markets despite these actions and despite 

their unwillingness to spend an appropriate amount of their GNP on 

military defense. Again, despite the protestations of free market 

economists, some strings should be attached to free trade with our 

allies to encourage them to reinforce rather than negate whatever 

trade policies we decide are appropriate for the Soviets. 

4. The Soviets have political and social weaknesses as well as 

economic ones. If we are to divert them from external expansionist 
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tendencies, then one way is to force them to pay more attention to 

some of these internal social and political problems. The most ob¬ 

vious example is Poland. From a strictly Machiavellian point of view, 

the best outcome for the U.S. would be a Soviet invasion of Poland. 

This would have some impact on the so-called nonaligned nations, 

would divert Soviet military forces from other targets, and would 

probably have major impact in Europe; the West would become more 

wary and more willing to sacrifice while the East would suffer eco¬ 

nomic dislocations. (Poland is a key to the distribution of the pro¬ 

duction functioning of Comecon.) 

We must also continue to exploit the schism between Moscow 

and Beijing. The Chinese are reportedly tying up about 25 percent 

of the Soviets' military forces already. While there are dangers in 

tying ourseives too closely to China, it is certainly in the U.S.'s 

interest to do whatever it can to ensure that China remains an 

antagonist of Moscow. If possible, it may also be useful to consider 

using China as a conduit for the supplying of arms to groups resisting 

Soviet expansion, especially in Afghanistan and possible in Pakistan 

should the latter (with Iran) ever be threatened by a Soviet-spon¬ 

sored Baluchi freedom movement. 

The U.S. must also decide how best to minimize the possibilities 

of communist-sponsored insurrections in a variety of Third World 

states. Past methods have included direct and indirect economic 

and military aid, the sponsoring of U.S. proxy nations, and reliance 

on the U.N. While none of these methods has proven particularly 

effective in all situations, each has a place, and the U.S. should con¬ 

sider how it can best use its allies in the Third World. Nations such 

as Brazil, Nigeria, Iraq, India, and Mexico are of extreme importance 

to the U.S. With the exception of India, they have all made consider¬ 

able economic progress. They generally have both the land and pop¬ 

ulation sufficient to be major regional power influences if they so 

choose. We must manipulate aid and trade with these nations in 

such a way as to encourage them to be our proxies in resisting 

Soviet expansion in their areas. This means that they should be 

encouraged to oppose local Soviet proxies. For example, we should 

do what we can to make Mexico and Cuba become antagonists or 
competitors rather than partners in denouncing the U.S. in the U.N. 

or elsewhere. 
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Finally, with regard to Third World states, there are two things 

we should avoid doing. First, the U.S. should not make nuclear 

weapons in any way a condition for aid or trade. While further 

proliferation of such weapons is undesirable, we can at best hope 

to slow down the process. And in trying to manipulate their develop¬ 

ment of nuclear weapons, we are more likely than not to reduce 

our ability to influence those states in taking other actions far more 

relevant to the containment of Soviet expansion. Second, we should 

espouse human rights but not to the point that ail hope for them 

gets lost as the Soviets take over the country. In short, while it may 

make us look hypocritical at home and abroad, our support of 

noncommunist governments, even if they abuse human rights we 

endorse, may be preferable to leaving states open to Soviet take¬ 

overs. 
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OF MEN AND ANGELS: 
A SEARCH FOR MORALITY IN THE CONSTITUTION* 

Robert A. Goldwin 

Do not be misled by the theological tone of the title of this essay. 
Despite the reference to angels, and despite the unlikelihood that 
any serious political inquiry can progress very far without encounter¬ 
ing theological questions, it is my intention to present my argument 
in terms wholly secular, or at least as secular as political discourse 
can be. 

The title speaks of men and angels, and doesn't mention women. 
As you shall see, the title refers to a sentence in The Federalist, the 
great commentary on the proposed Constitution written in 1787, 
principally by James Madison and Alexander Hamilton, under the 
pen name Publius: "If men were angels, no government would be 
necessary." I cannot, of course, take liberties with a famous sentence 
from a Great Book, but one should think that women are being ex¬ 
cluded. Publius would surely have conceded the full equality of 
women, as I do, in this respect, and in very many others, and would 
have agreed that women, every bit as much as men, are not angels. 

Another caution: I read the sentence "If men were angels, no 
government would be necessary" as two linked assertions: one, that 
men are not angels, and, two, that government is necessary. I know, 
and I point out to the reader, that the sentence does not say that in 
so many words. 

A final caution: I mean very seriously, as the subtitle indicates, 
that this essay is meant to be a search. What I am searching for is 
morality in the American constitution. Immediately three questions 
present themselves: 

1. Why do we have to look for it? 
2. What is meant by the constitution? 
3. What morality is possible and appropriate for America? 

* Robert A Goldwin's "Of Men and Angels: A Search for Morality in the Consti¬ 
tution" appeared in The Moral Foundations of the American Republic, edited 
by Robert H. Horwitz in 1977. We wish to thank the Universtiy Press of Virginia 
for permission to reprint it here. 
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Why must we look for and worry about morality in the constitu¬ 

tion? For two good reasons. First, because so many immoral actions 

have besmirched our behavior in the recent past. We have had assas¬ 

sinations, Watergate, tawdry congressional sex scandals, corporation 

bribery on a worldwide scale, labor union murders, grain inspection 

frauds, mishandling of receipts of food stamps, cheating by medical 

laboratories, scandals in the management of guaranteed student 

loans, and so on and on in a seemingly endless list that convinces 

many that no part of the American community is uncorrupted, that 

immorality is ingrained in us as a national trait, that we are hope¬ 

lessly immoral. That is one reason for searching for morality in the 

constitution. 

A second reason is that we are a morally judging people who make 

moral judgments all the time. Sometimes we judge ourselves much 

too high and sometimes much too low. For example, wartime 

rhetoric made it seem that we had no selfish national interests in the 

world wars and their aftermaths, that unlike every other nation, in¬ 

cluding our allies, we fought for altruistic and idealistic reasons only. 

But when we are not judging ourselves too generously, we are 

often very severe, some would say too severe, on ourselves. During 

the two years of the Watergate revelations, Europeans were confused 

by what they called our naive reaction to government behavior that 

they considered just what one must expect of government officials 

anywhere. One intelligent and thoughtful Englishwoman told me 

that the American public's reaction to Watergate revelations con¬ 

firmed what she had long believed about Americans, that we suffer 

from "moral greed." Europeans generally thought we were denigrat¬ 

ing ourselves excessively. Even now, when the facts are known, dis¬ 

mal as they are, many still think so. 

The fact of civil doing and the discovery of it, and our unfailing 

national shock, and the widespread, vehement, public condemnation 

that follows, are evidence of two equally significant points: not only 

that we are capable of immorality, that is, that we are not angels, but 

also that we set very demanding moral standards of political be¬ 

havior, approaching the angelic, and truly expect and demand 

politicians and other leaders to live up to them. 

I belabor this duality because it is very important for the survival 

of political liberty and decency in the world that we Americans have 
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a true appraisal of ourselves. In national matters, as in personal mat¬ 

ters, to know yourself is as important to survival as it is happiness. 
And to know yourself, as we all learn from study and from experi¬ 

ence, is one of the most difficult tasks men and women face in life. 

If we do not know ourselves and hence judge ourselves by inappro¬ 

priate standards, all kinds of false judgments result, too lenient or 

too harsh, but just right only rarely—and then only by accident. 

The national danger is that by condemning ourselves or excusing 

ourselves unjustly, that is, by false standards, we will weaken the 

very forces in the world that are almost alone capable of upholding 

the principles of decency we love and seek to live by. 

Americans are moral judgers, and severe judgers at that. More, we 

judge no one as severely as ourselves. This may not always have been 

the mass phenomenon that is it today, but elements of it have always 

been present in us. 

That does not mean that we always, or even regularly, do the right 

or good thing. It means that when we do not, or when we do the 

wrong or evil thing, for whatever reasons of necessity, or conveni¬ 

ence, or advantage, or whim, or passion, or ignorance, there are al¬ 

most always, and almost always promptly, voices raised in self-criti¬ 

cism and self-condemnation. And those morally condemning voices 

have listeners. 

Moral principle has weight and force in American political dis¬ 

course. Even if we assume—as we must assume if we remember that 

men and women are not angels—that people act in politics primarily 

in pursuit of interests that are advantageous to them, and usually 
not advantageous, or even disadvantageous to others, nevertheless, 

in America individuals and groups are greatly strengthened if they 

can connect their cause to moral principles. And if that connection 

is a true one, and if decent, disinterested people can see that con¬ 

nection readily, the case is strengthened even more, even to the ex¬ 

tent that supporters will be enlisted whose interests might otherwise 

not make them allies, or might otherwise even make them opponents. 

One massive example comes readily to mind, and that is the great 

civil rights movement of the fifties and, especially, the sixties. The 

principles of justice and equality had been available for generations 

to all American interest groups seeking to pursue their own advan¬ 

tage through political action. The fact that individual leaders like 
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Martin Luther King and interest groups like the NAACP and CORE 

and the Urban League could add to their otherwise insufficient 

political strength by connecting themselves, not only in words but 

in concerted actions, to the most powerful moral principles of the 

American polity added to their strength fivefold, and more. 

This combining of noble principle and self-interest, a foundation 

of American politics, is not hypocrisy, in my judgement. To show 

that black citizens gained material advantages by the legislation and 

court orders they obtained through moral arguments does not, I 

think, demean or debase the principles; it ennobles the interests. 

That is one way to understand Tocqueville's phrase "self-interest 

rightly understood"—that it is possible for selfishness to be ennobled, 

if not sanctified. 

So seriously do Americans take morality, so politically powerful 

are the principles of justice and equality, that no policy, domestic 

or foreign, political or economic or military, can be successful, can 

get support, can be sustained, can survive setbacks, that does not 

have a clear and acceptable moral content, visible and meaningful 

to the Congress, the press, and above all to the American people. No 

matter how adroitly scheming, calculating, and self-serving individu¬ 

als or groups may be, unless their suggested policies can be clothed in 

fitting moral garb, they will not have and hold for a sustained period 

the indispensable element for practical success—public support. 

We can see America's moral standing more clearly in the context 

of a rough catalogue of varieties of moral postures of nations. For ex¬ 

ample, there are countries where a moral resignation prevails, where 

immoral practices are known and condoned; accepted, not resisted. 

There have been civil societies, of course, where morality was almost 

completely destroyed, so that when severe abuses of human decency 

occurred, the populace was not aroused in opposition, and could not 

be aroused. There have even been societies in which almost the 

entire populace was eager to join in acts of cruelty and depravity. 

But even in Nazi Germany, perhaps the worst example in history 

of an entire civilized nation being corrupted and enlisted in the cause 

of evil, the leaders seemed not to be sure of the thoroughness of 

popular commitment to evildoing, and so they endeavored to keep 

secret the mass murders in the gas ovens. And apparently they were 

right that many Germans, even after a decade of indoctrination, 
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would have found it impossible not to condemn such immorality, if 

it had been known to them. 

Thus even when we contemplate the depths of human viciousness 

there is reason to believe that there is in human nature a strong in¬ 

clination to what is morally right—something of the angel in us—and 

a strong aversion to what is morally wrong. There is also reason to 

believe that it is very difficult, but perhaps not impossible, to elim¬ 

inate in almost all of us those tendencies toward what is morally 

right. 

There are also many societies where practices that are of a lesser 

order of immorality, like bribery, or tax evasion, or nepotism, or 

other forms of cheating, not only occur, as they do in this country, 

but are accepted as part of "the way things are done." Revelations 

of such immoral practices don't shock the people of those countries. 

They simply comment, "Of course. Everybody does it." 

There is probably less bribery and corruption in this country than 

in most others, but very far from an absence of them. In this coun¬ 

try, however, if they are exposed, they are definitely not approved or 

condoned. When immoral practices are discovered and publicized, 

the highest-ranking officials, in and out of government, will resign or 

will be forced out of office. However many times examples of cor¬ 

ruption in political or business or labor or even charitable activities 

are exposed, we seem never to lack the moral fervor to attack and 

condemn, and usually to prosecute. 
I will add only one more variety of national moral posture to the 

brief, and surely incomplete, catalogue of societies: very moral civil 

socieities. Some such may actually have existed for a time, and some 

may have existed only in fiction or utopian writings; in either case, 

I mean civil societies where there is no corruption, no bribery, no 

favoritism or self-seeking, no putting self-interest ahead of the pub¬ 

lic interest—societies that might be said to be thoroughly moral in 

act as well as in principle. 

As I understand the Framers of our Constitution, on the evidence 

in The Federalist and in the debates of the Constitutional Conven¬ 

tion, they looked at America and Americans and decided that it 

would be fruitless and impractical, and perhaps even morally wrong, 

for the new nation to strive to become spotlessly moral. 
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Liberty was their first principle and also their first goal. (Prosper¬ 

ity was their second goal.) A people that universally would put the 

public good ahead of private good every time would have to be 

regimented, ordered, disciplined, indoctrinated, preached to, and 

exhorted. Obvious institutional consequences would follow: state 

religion, uniform education, universal military discipline, diminu¬ 

tion of family household influence, and curbs on commerce.1 

The Framers knew that such a society would have to put duties 

first and relegate rights and everything else that is private—both low 

and high—to a strictly subordinate place. Self-enrichment in such a 

society would be scorned and replaced by concern for the moral and 

economic strength of the civil society as a whole. I doubt that the 

Framers ever gave serious thought to making a nation of men and 

women who would be devoid of private ambition2—as we are told is 

generally the case in present-day China, for example—but if they had 

given thought to it, they would have rejected it, in the name of 

liberty and plenty. 

Their own moral concern and their awareness of the character 

of the American people made two things clear to the Framers: first, 

that political liberty and economic energy unavoidably engendered 

some immorality, some cheating and selfish advancement of private 

good at the expense of the public; second, that the American people 

are unrelenting moral judgers. The two basic American moral facts 

are that immorality is unavoidable and unacceptable. 

The Framers did not seek devices or measures to prevent all immo¬ 

rality, but rather to control its abuses, as consistent with the Ameri¬ 

can character, consistent with the principles of liberty and equality 

of rights, consistent with the diversity of American ethnic origins 

and the multiplicity of religious sects, and consistent with the en¬ 

trepreneurial energy they sought to encourage. 

The reader will surely have noted that several times I have spoken 

of American character as the Founders perceived it, as if the nation 

had already been formed before its founding. To a large extent I 

think that was the case. Consider a little simple arithmetic. If we 

take 1619, the date of the establishment of the Virginia House of 

Burgesses, the first American legislative body, as a starting point, it 

was 170 years later that the Constitution was ratified. That means 

that it was not until 1959, just a few years ago, in the lifetime of just 
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about everyone old enough to be concerned about morality in poli¬ 

tics, that Americans had as long a political experience on this con¬ 

tinent since the Constitution as before it. If you have a feeling for 

how long ago 1789 was, you can feel how long a time the American 

people had to develop a character of their own before the written 

Constitution. 
That character derived from many factors, including religion (most 

of the sects were dissenters); experience in self-government (the legis¬ 

latures of many colonies had considerable power, including power of 

the purse); political doctrines emphasizing liberty and equality 

(from John Locke pre-eminently); and unusual, even unprecedented 

economic conditions. 
Consider the economic conditions for a moment. Adam Smith de¬ 

scribes tellingly, in The Wealth of Nations, published in 1776, the 

consequences of placing cultured Europeans, especially cultured in 

agriculture, on a vast and fertile continent, almost uninhabited, and 

pretty much free for the taking. His chapter on "Causes of the Pros¬ 

perity of New Colonies," begins thus: "The colony of a civilized 
nation which takes possession either of a waste country, or one so 

thinly inhabited, that the natives easily give place to the new settlers, 
advances more rapidly to wealth and greatness than any other hu¬ 

man society." In seventeenth- and eighteenth-century America, labor 

was in short supply relative to demand. Wages were high, and condi¬ 

tions were favorable to the worker. It was hard to hold on to hired 

hands because it was so easy for them to save enough in a short 

time to move off to start their own enterprise, usually farming their 

own piece of land, and plenty of open space to move on to. 

The situation was favorable for the flowering of respect for the 

free individual's rights, because those who were not slaves had to be 

treated well to keep them on the job, since they had so many oppor¬ 

tunities everywhere. Where every hand is valuable, if you can't en¬ 

slave him or her, you have to pay a high price for that person's labor. 

And what you pay dearly for, you value highly. But even if an em¬ 

ployer did treat employees or indentured servants well, he was likely 

to lose them in a fairly short time, a few years usually, because it 

was so easy for newcomers with ambition to strike out on their own. 

In such circumstances, where the demand for labor exceeds the sup¬ 

ply, slavery is also very attractive. If you can assure yourself of a 
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large enough number of laborers and any way of keeping them, 

where naturally rich unowned land is abundant, your profit is as¬ 

sured. Slavery and the principles of liberty and equality that ulti¬ 

mately led to its destruction grew out of the same soil. 

The combination of propitious economic, political, and religious 

factors contributed to the development of tastes, inclinations, habits, 

and institutions among Americans that were strong and deeply in¬ 

grained when the Constitution was written in 1787. The relevance of 

the pre-existing American character, in my understanding of it, can 

be explained by the simple device of sometimes writing the word 

constitution with a capital C, to denote that I mean the frame of 

government, in our case set forth in a written document, and some¬ 

times writing it with a small c, to denote that I mean something 

different, which I will now try to explain. 

If we speak of the American constitution—with a small c—we 

could mean the way Americans are constituted: their character, their 

habits, their manners, their morals, their tastes, their countryside, 

their strengths, their weaknesses, their speech, their songs, their 

poems, their books, their sports, their machines, their arts, their 

heroes, their dress, their ceremonies, their homes and families, and 

their ways of conducting business. All of this, and more, would tell 

us how Americans are constituted. And since much of what is in¬ 

cluded in such a list would be the result of conscious effort and 

decision, it would also be possible to speak of how Americans have 

constituted themselves. Thus, considering how long Americans were 

on this continent before 1787, it is perfectly intelligible to speak of 

what the American constitution was before the Constitution of the 

United States was written, as well as to speak of the formative in¬ 

fluence the Constitution of the United States had, subsequently, 

on the American constitution. 

The document called the Constitution names itself in the Pre¬ 

amble as "this Constitution for the United States of American," but 

it could just as well have been called "the Articles," or "the Charter," 

or "the Covenant," or "the Compact," or "the Policy," or a number 

of other suitable words. When the Congress sent it to the original 

thirteen states for ratification, they gave it no caption. In most 

states, when it was printed for the use of the delegates of ratifying 
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conventions and for public information, it was entitled "A Frame of 

Government." 
The word constitution for this purpose grew in usage in the cen¬ 

tury from 1689 to 1789, from the Glorious Revolution to the adop¬ 

tion of the Constitution. Before that, the usage pointed more to the 

way things were ordered. According to the Oxford English Dictio¬ 

nary, constitution meant "the way in which anything is constituted 

or made up; the arrangement or combination of its parts or elements, 

as determining its nature and charcter, e.g., constitution of nature, 

of the world, of the universe, etc." The political usage indicated "the 

mode in which a state is constituted or organized, especially as to the 

location of the sovereign power, as a monarchical, oligarchical, or 

democratic constitution." 

But Constitution grew out of this usage as a fitting word for a 

document that seeks to apply an appropriate frame of government 

to a people who are constituted in a discernible way. A well-designed 

Constitution records and proclaims how we are constituted and how 

we intend to be constituted for the future. Whether the Constitution 

is written or not, every political community has a constitution, be¬ 

cause to be a political community it must have an accepted ordering 

of things and a location of the sovereign power. 

Let the exception prove the rule. When we ask whether a nation 

ruled by a dictatorial individual or group has a Constitution, we are 

stretching the concept to its breaking point. For example, some na¬ 

tions are described as constitutional monarchies, signifying that some 

other monarchies are not constitutional. What we mean is that abso¬ 
lute monarchies have no discernible order in the ruling, that the 

monarch can act without restraint, without law, according to whim, 

not only with unlimited powers, but arbitrarily. That is why John 

Locke said that "absolute monarchy. . .can be no form of civil gov¬ 

ernment at all."3 And I say that any nation has a constitution, but 

at times there may be no Constitution and its unconstitutional rulers 

may not be a government. 
When nations that have been ruled by tyrants overthrown them and 

form a new and constitutional government, it is clear that they had a 

constitution all along; that is, they were constituted a certain way 

and are now able to frame a government that is thought to suit the 

way they are constituted. And that "frame of government" may 
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properly be called the Constitution. It is in this sense that we say 

that nations get the government they deserve. 

My thesis is that the Framers considered the constitution of the 

American people—what they were and what they were capable of 

being and doing—and drew up the Constitution of the United States. 

They did not want to leave Americans just where they were, but, 

rather, starting where they were, they wanted to make them better. 

As was once written, long ago, by a non-American: "Lawgivers make 

the citizens good by training them in habits of right action—that is 

the aim of all lawmaking, and if it fails to do this it is a failure; this 

is what distinguishes a good Constitution from a bad one."4 

The Framers did not seek to remake Americans, but rather to take 

them as they are and lead them to habits of right action. Their task 

was to direct the powerful American tendency to self-interest and 

self-advancement so that abuses would be controlled. More, they 

aimed not only to control these tendencies but actually to turn them 

to the benefit of the people. 

Other societies have tried to curb or eliminate selfish ambition and 

selfish interest out of a reasonable fear that when those inclinations 

are combined with political power, tyranny often results and the 

people often lose their freedom. The constitutional scheme in other 

societies has relied on measures such as rigorous education in the 

virtues of selflessness, or constant surveillance, strict discipline, and 

severe punishment. 

The American constitutional scheme is explained briefly in The 

Federalist Put separate parts of political power in the hands of dif¬ 

ferent officials in different parts of the government—legislative, ex¬ 

ecutive, and judicial—and encourage, if they need encouragement, 

ambition and self-interest. "Ambition must be made to counteract 

ambition," Publius says. "The interest of the man must be connected 

with the constitutional rights of the place."5 By this means the 

abuses of power by one official, or several, will be opposed by others 

who have strong and natural incentives that need no inculcation or 

exhortation. In fact, if officials in one part of the government should 

be insufficiently moved by ambition and self-interest, a necessary 

balancing restraint would be lacking and the danger would increase 

of concentration of power in the hands of others. It seems that there 

is a need for very many ambitious and self-interested officials to keep 

98 



Critical issues & Decisions 

our government in balance. As fundamental as separation of powers 

is as a principle of the Constitution, that officeholders must be 

ambitious and self-interested is even more fundamental. 

Are these the habits of right action the Constitution aims to train 

us in? In part, the answer is yes. In part, however, the answer must 

be also that the Constitution seeks to train us in habits of restraint 

and moderation, because that is the only way ambitious office¬ 

holders can contend with other ambitious officeholders without 

falling victims to the law, or to power struggles. 

It is a system for nonangels who nevertheless are convinced that 

men and women are good enough to govern themselves. What is 

clear is that it is a frame of government for a people so constituted 

that clashing with each other almost without cease is the expected 

daily routing. 
In a discourse on the work of Isaac Newton, Thomas Simpson of 

St. John's College in Sante Fe made this comparison: 

Our Republic was designed in the image of Isaac Newton's 

vision of the System of the World, set forth in the Third Book 

of his Principia. Hobbes had taught man to regard the state as 

an artifice to rescue himself from war and his own nature, but 

it was Newton who showed how exactly-counterworking forces 

could be composed to form a harmonious and lasting system— 

and this composition of forces in the system of planets about 

the sun was the ultimate paradigm for the authors of our 

Constitution as they attempted to solve the three-body problem 

of the legislative, the executive, and the judicial powers. 

Newton, then, showed how the cosmos might be grasped by 

the mind as a purposeful system, an intelligent design; the 

authors of our Constitution showed the world in turn how 

man could make this insight, out of mathematical physics, 

serve him in the design of a balanced and rational policy.6 

I would not dare to quarrel with Dr. Simpson about Newton, 

but would only accept his guidance respectfully and gratefully and 

do my best to understand. But the notion of the Constitution of the 

United States as "harmonious" is very wide of the mark. Much 
closer, I think, is the description of Tocqueville in capturing the 
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character of the American constitution and political system: "No 

sooner do you set foot on American soil than you find yourself in a 

sort of tumult; a confused clamor rises on every side, and a thousand 

voices are heard at once, each expressing some social requirements."7 

Tumult, confused clamor, a thousand voices—not harmony—that is 

how America was and is constituted.8 And the Framers wisely 

chose, I think, not to strive to change it, but rather to institutionalize 

it. 

If that is the American constitution, the morality most character¬ 

istic of America, then and now, is what might be called a measured, 

or a restrained, or a moderated, or even a mean morality. It does 

not ignore or condone immorality. In fact, it holds morality very 

high in public esteem. As I have argued, no public policy can gain 

and hold the support of the American people if its moral content 

is not laudable and apparent to the people generally. A policy may 

be begun, it may be continued for a time, but if it lacks moral ac¬ 

ceptability it cannot be sustained. But the morality that is needed 

must commence with the understanding that men and women are 

not angels. 

Awareness that we are not angels has complex significance. It 

does not mean that we are evil or unrelievedly selfish. It does mean 

that we acknowledge that our basic motivation is self-interest and 

that there is a need to control the unavoidable abuses that follow 

from that selfishness. From somewhere, perhaps out of our selfish¬ 

ness—that is, out of the sense of justice that derives from the sense 

of injustice (which is easily come by from the natural dislike of 

acts of unfairness to ourselves)—but in any case in some way there 

comes a strong sense of morality, of fairness, or aversion to unfair¬ 

ness. And this strong sense of morality leads frequently to an excess 

of morality. 

I do not agree that measure or restraint or moderation is mis¬ 

placed in matters of morality. Men and women sometimes indulge 

themselves in excesses of morality, and such self-indulgence and such 

excess have the same distorting effects as do all other forms of 
extremism. 

The morality most appropriate to the American way, to the 

American constitution as it was even before the Founding, and as 

it still is, is a morality that is moderate,that does not crusade, that 
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accepts the fact that among human beings who are free there will 

be abuses, and that does not seek to eradicate all evil from the face 

of the earth, knowing that such moral attempts are excessive and 

often lead to monstrous immorality. Though we sometimes use the 

rhetoric, we are not true to ourselves and to our national character 

when we crusade, domestically or in foreign policy. 

Consider the story of Carmen. When her soldier-lover hears the 

bugle call summoning him back to camp, she warns him that if 

he goes she will not meet him again. He explains that the regulations 

require him to report at an appointed hour, and Carmen replies 

with the famous line, "Gypsy love knows no law." So it is with un¬ 

bounded moralism. Alluring and seductive, it, too, knows no law. 

The morality of our constitution is very much a bounded and law- 

abiding morality. 

When I speak of the American character and its morality, I do not 

mean that we are consistent in our tendencies and reactions. Thank 

goodness that we are not, and that life is not so simple and dull. 

The truth is, and all of us know it, that as a nation we have a multi¬ 

plicity of reactions, a multiplicity of individuals and groups tending 

to go in a multiplicity of directions; and, sometimes, a multiplicity 

of tendencies contend within each of us. 

One of these common tendencies is for us to shrug our shoulders 

when we hear one more revelation of wrongdoing. It does get tire¬ 

some, after all. We develop an aversion less to the wrongdoer and 

more to the moralizers and wish they would do us all a favor and 

just shut up. 

At other times we become mightily aroused; we judge quickly and 

harshly; we preach to others and volunteer our services as policemen 

to the world, ready, like Superman, to fly anywhere in the world 

to fight evil, at whatever cost of pain and treasure. 

Sometimes, however—and at these times we are at our best, in my 

estimation, and most true to our real constitution—we judge and act 

with measured restraint, with moderation. We do not ignore the 

presence of evil, nor do we try to exterminate it and, perhaps, many 

valuable things with it. The Constitution is designed to help foster 

this restraint. 

Practical or political morality always involves two related but 

separable and distinct steps. The first step, and an essential one for a 

101 



Critical Issues & Decisions 

moral person, is to face the fact of wrongdoing and judge it. When 
we fail to take that step, we slip into our worst amoral lethargy; 
fortunately for us as a nation that strives for decency, failure to 
make a moral judgment happens rarely, and when it happens it is 
possible for us to be roused from it, for we are not deaf to moral 
suasion. So the first step is to make the moral judgment, to recognize 
evil as evil, and not look the other way, or refuse to judge (on rela¬ 
tivistic grounds), or shrug our shoulders and say we "don't care." 

But making a moral judgment does not settle the question of 
policy. The second step remains; to ask ourselves, what shall we do 
about it? There are moral as well as practical considerations in¬ 
volved in the second step. The first-step moral judgment may tell 

us that something ought to be done, but it leaves to deliberation 

what that something might be. 

The best example of this I know in American history is the consis¬ 

tent position of Abraham Lincoln on the question of slavery. The 

first step was easy for him, and he made it clearly and persistently 

in all of his public utterances, notably in his debates with Stephen 

Douglas. On the question of the extension of slavery into new states 

and territories not yet slave territory, Douglas said "I don't care" 

whether it is voted up or voted down. Let the local people on the 

spot decide for themselves—local rule, self-determination. 

Lincoln said in response what must be said first: that slavery 

was wrong and that we cannot say "I don't care" whether this 

immoral institution is extended and strengthened. After all, he ar¬ 

gued, we are the children of the Declaration of Independence, and 

there are principles that will not let us alone, that we cannot turn 

our backs on and still remain Americans. That was the first step. 

As for the second step, Lincoln said he was not an abolitionist, 

just as he would not be a slaveholder. Abolitionists looked on the 

Constitution as an abomination, a compact with the Devil, and they 

regularly burned a copy of the Constitution at their meetings. That is 

an example of the unbounded moralism I spoke of before, which in 

its crusading striking out at evil is likely to destroy with it many 

good things—like the Constitution, in this case—that give us, ulti¬ 

mately, our best hope for persisting decency in political life. Lincoln, 

unlike the abolitionists, sought a way to end slavery without destroy¬ 

ing the Union and the Constitution, the instrumentalities of our 

liberties. 
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Thus, even after the Civil War had commenced, Lincoln was still 

trying to develop and get acceptance for a plan of gradual and com¬ 

pensated emancipation of the slaves. His plan could have taken as 

long as thirty-five years to complete emancipation of the last of the 

slaves, and no force would have been used. During that time there 

would be no spread of slavery, and the more it was diminished by 

purchase of the freedom of slaves from slaveholders, the weaker 

would become the pro-slavery forces. 

Many would condemn a policy that would prolong enslavement 

for some for decades and pay slaveholders for slaves they had no 

moral right to own. But Lincoln thought that Americans, North 

and South, shared the blame for slavery and that the chief task was 

less to punish wrongdoers than to right the wrong. He thought some 

slavery could be tolerated so long as its increase was halted, its 

diminution assured, and its termination achieved without massive 

bloodshed, without confiscating what some people claimed under the 

law was property, without disrupting the Union, and without weak¬ 

ening or possibly destroying the Constitution. 

Lincoln's plan for gradual compensated emancipation was not so 

much rejected as ignored. Instead, the Civil War went on; the matter 

was settled by unbounded moralists on both sides of the controversy; 

and we had, as a result, horrendous warfare, a divided nation, and 

deep-seated bitterness which, a full century later, has not fully 

abated. 

In the light of all I have now said about how I think the Founders, 

or Publius, thought about this question and what the consequences 

are of thefact that men and women are not angelic, consider the brief 

passage that is the basis for what I have said, and judge my interpre¬ 

tation for yourself; "Ambition must be made to counteract ambition. 

The interest of the man must be connected with the constitutional 

rights of the place. It may be a reflection on human nature, that such 

devices should be necessary to control the abuses of government. But 

what is government itself but the greatest of all reflections on human 

nature? If men were angels, no government would be necessary." 

If I am right about what kind of political morality is truly Ameri¬ 

can, what kind of morality truly fits the way we have constituted 

ourselves as a nation, there remains still a problem of grave propor¬ 
tions; the question of attractiveness. 
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In a democratic republic such as ours, where public opinion and 

popular taste rule, ultimately, on everything, measures and policies 

must be attractive to hundreds of millions of people to gain the sup¬ 

port that is essential to sustain them. 

There is something drab and unsatisfying in moral moderation. 

There is a natural yearning for something higher and purer. All that 

aiming lower has to recommend it is that it works, but that leaves 

many of the best of men and women restless and dissatisfied. The 

search for excitment and inspiration in moderation is fruitless. For 

example, the only conclusion one can come to after reading the 

famous essay by William James, "The Moral Equivalent of War," 

is that there is no moral equivalent of war. 

Between extremes iies a mean; it is worth pointing out that the 

word mean is, at the very least, ambiguous. One can try to dress it 

in finery and speak of the golden mean, but there just is no glitter 

in mean morality. Moderation or measure or restraint or seeking the 

mean in anything is not the kind of cause for which people devise 

banners and slogans. It is hard to compose a marching song or an 

inspirational poem in praise of sobriety or moderation. You cannot 

have neon borders flashing on and off, and brass bands parading, and 

cheering sections screaming at the top of their voices if the message 

is: "Be moderate." You can't even write such a command with an 

exclamation point without turning it into a joke. 

Some words are suited for whispers or a soft voice: "Kiss me," or 

"I love you." Others can be shouted or screamed: "Hit him!" or 

"Kill the umpire!" or "Stop thief!" But moderation can be neither 

whispered nor shouted. To whiper "moderation" is insipid, and to 

shout it is rediculous. Moderation is truly a mean word. 

And yet unless this notion of moderation, of bounded morality, 

is widely accepted, it will be hard for us to think of ourselves as a 

truly moral nation, for that is the morality that fits us. And that 

conviction, that we are truly a moral nation of moral men and moral 

women, is essential to our survival and happiness, because of the 

way we are constituted. We need to believe it; and for us to believe 

it, it must be true. We have for a long time been the world's best 

hope that political decency might prevail widely. There are still, 

out there in the rest of the world, billions of persons longing to be 

free. A revitalized America, confident of its own strength and its own 
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rectitude, is their best hope that things might ever change for the bet¬ 
ter. A sense of our own rectitude is our Samson's long hair; without 

it we have no strength. I think that is what enables us to say that 

"right makes might," which is not to say that right is might. 

What is the chief obstacle to our reviving our confidence in our 

national rectitude? In large part it is our powerful sense of morality 

and our aversion to hypocrisy. Our strong moral sense judges and 

condemns our weaker moral practice. Being strongly moral, we 

declare ourselves immoral. The judge, out of a superabundance of 

morality, declares the culprit immoral, but the judge and the culprit 

are one and the same. Is there any solution, any way for the judge 

to see himself as a constant moral judge as well as an inconstant 

immoral culprit and—on the whole—a righteous people? 

I think so, and I think Publius has shown us the way. It rests on 

the difference between righteousness and self-righteousness. What is 

that difference? If we can answer that question, we can chart a 

course back to the national self-confidence we need, for our own 

sake, for the sake of political decency, and for the sake of the hopes 

of oppressed men and women everywhere. 

Let me attempt the distinction. Because men and women are not 

angels, the standard of human righteousness cannot be that one act 

as an angel would. The standard must be something akin to our 

humanity, to our nonangelic state of being. For us nonangels, a 

righteous person is one who strives to live and act by the light of 

righteous principles, which include, surely, respect for the equal 

rights of others to life, liberty, property, and the pursuit of happi¬ 

ness. Trying to follow the guidance of America's standard political 

principles is the first element of human-scale political righteousness, 

whether one always succeeds or not. 

We would have to add, of course, that trying is not enough in it¬ 

self; there must be a fairly high degree of success. But above all there 

must be a recognition that because we are not angels, and because we 

have freedom, there will be failures, there will be fallings off, there 

will be abuses, and that there must be "devices" for controlling and 

dealing with these failures. The devices—including ambition counter¬ 

acting ambition—must be bounded, and legal, and habitual, and even 

institutional. If we describe a people such as that—guided by right 

principles, usually living in accord with them, sometimes failing to 
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measure up, rarely in doubt about what the standards ought to be, 
seeking to punish abuses and prevent them but too committed to lib¬ 
erty to seek to root out all the possible causes of future human fail¬ 
ings—we are describing a nonangelic, but decidedly righteous, people. 

Now what about self-righteousness? Self-righteousness is rightly 
scorned. Self-righteousness is an excess of righteousness, a distortion 
and disfigurement of righteousness; it is righteousness without mod¬ 
eration. It is more easily recognized in the flesh than defined in 
words. Self-righteousness is not only boring but hateful; it has been 
the source of many of the most vicious and inhuman acts in the 
annals of history, and on a grand scale. 

The self-righteous person mistakes the rectitude of his principles 
for his own rectitude. He confounds his beliefs and his behavior, in 
his mind he converts his professed righteous principles into a person, 

and thinks he is that person. Righteousness and "self" become as 

one. This confusion enables him, in the name of the highest princi¬ 

ples of morality, to consider himself the appointed enforcer of 

morality, the embodiment of righteousness, as if he were the Aveng¬ 

ing Angel, or any angel rather than a human being. 

Publius is our guide in this singling out and condemning the self- 

righteous moralist. In the simplest terms, the self-righteous person 

forgets the difference between human beings and angels. Self-righ¬ 

teousness in personal matters is distressing enough, but in government 

it is especially ludicrous, for "if men were angels, no government 

would be necessary." 

Now I have finished. What I seek is some way to appeal—not 

through showmanship but through reasoning, which in most times 

and places has been attractive to young and other sound minds— 

some way to appeal to the best in us and persuade us that we have 

and always have had what is needed to be a righteous people. Noth¬ 

ing that has happened since we started to constitute ourselves as one 

people more than three hundred years ago, and nothing that has 

happened since we declared our founding principles and wrote down 

our Constitution almost two hundred years ago, has diminished the 

possibilities of righteousness and morality on a national scale, so 

long as we do not confuse righteousness and self-righteousness. 

The key to our political salvation, if such combining of the secular 

andthe divine may be allowed, is the lesson inherent in the most basic 

principle of the American constitution: Men and women are not angels. 
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FOOTNOTES 

1 Plutarch tells us how Lycurgus transformed Sparta by limiting landholdings 

(which brought about economic equality); by making lead the official 

currenty (which put an end to retail and foreign trade); and by decreeing 

that meals could no longer be eaten at home, but only in eating clubs 

(which ended the influence of mother and kitchen). These three changes 

reconstituted Sparta, almost at a stroke. 

2For those who wish to ponder this subject more thoroughly, I suggest reading 

the discussions of salary for public officials in The Records of the Federal 

Convention of 1787, cd. Max Farrand, 4 vols. (New Haven: Yale Uni¬ 

versity Press, 1911-37). See Index: salaries of congressmen, salary of ex¬ 

ecutive, salary of judges. See also The Federalist, No. 72. 

John Locke, Two Treatises of Government, Book 2, section 90. 

4Aristotle, Nicomachean Ethics, Book 2, 1103b. There is, of course, no indi¬ 

cation in the Greek text that the word Constitution is capitalized. 

5 The Federalist, No. 51. 

6 
"Newton and the Liberal Arts," The College, January 1976, St. John's College, 

Annapolis, Md. 

7Alexis de Tocqueville, Democracy in America (New York: Harper & Row, 

1966), p. 223. 

8 
As for Dr. Simpson's contention that the Constitution is drawn out of mathe¬ 

matical insight, this comment of Aristotle's should suffice: "A carpenter 

and a geometrician both seek after a right angle, but in different ways" 

(.Nicomachean Ethics, Book 1, 1098a). 
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DIVERSITY AND MULTIPLICITY OF INTERESTS 
VERSUS UNIFYING ACTION 

Commentary 

PIGS (Private Interests Groups) are one of the strengths of our 

form of government. The framers of our Constitution felt that a 

multiplicity of interests was needed to protect our rights. In a 

recent paper, Dr. Goldwin stated: "It [multiplicity] opposes the 

formation of an overwhelming concentration of power."1 

The encouragement of diversity of interests has served the nation 

well for nearly two centuries. A National Agenda for the Eighties2 

points out the concerns of some citizens that the growth of diversity 
has exceeded the proper balance. They fear we will not build need¬ 

ed coalitions. They see the prolifferation of "single issue" organiza¬ 

tions with their attendant publicity campaigns, as a threat to our 

form of government that must be addressed by strengthening our 

political parties. In this way they feel we can build the necessary 

coalitions and concensus needed to govern.3 

It is important to note that even though some members of the 

Commission feel the prolifferation of "single issue" PIGS is not in 

a proper balance with unifying actions, the cure they propose does 

not attempt to weaken the multiplicity of interests approach.4 

Rather they seek to build a stronger mechanism to assure coalition 

building to act as a balance against what they see as excessive frag¬ 

mentation. 

Diversity and multiplicity of interests do keep the nation in at 

least a mild state of turmoil. But this is the path the framers of the 

Constitution chose to protect everyone's rights. They depended on 

the separation of power wtih the built-in checks and balances to 

achieve the unifying action needed to govern the nation. The sys¬ 

tem, although chaotic at times, has worked well. 

Some people have ridiculed PIGS as being extremists, we need to 

remind ourselves that PIGS are beautiful. 

1 Goldwin, Robert A., The Constitution and Human Rights, Prepared for the 

Editorial Services Division, U.S. International Communications Agency, 

March 18, 1981. 
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2 A National Agenda for the Eighties, Report of the President's Commission for 

a National Agenda for the Eighties, Washington, D.C., 1980, pp. 10-14. 

3lbid. 

^ Ibid. 

CONSTITUTIONAL GOVERNMENT- 
OF, BY AND FOR THE PEOPLE 

Commentary 

What implications does Constitutional government—of, by and for 

the people—have for the federal government in the 1980s? The re¬ 

sponse by the entire seminar group indicated some variance. Some 

individuals felt that the issue was not a critical one. Others felt 

that Dr. Robert A. Goldwin had not given any answers and no clues 

as to where changes should be made. 
The majority, however, reacted positively, as did Group IV. These 

individuals felt the topic was most timely and that it merited the 
kind of attention that would lead to changes in government policy. 

Certainly the analysis is not as straightforward as some of the others 
discussed in the seminar. It involves a much more intensive examina¬ 

tion of our heritage and a where-do-we-go-from-here approach. 

Our group reaction was based on the in-depth study of the as¬ 

signed readings. We were particularly impressed by Dr. Goldwin's 

article "Of Men and Angels: A Search for Morality in the Constitu¬ 

tion" (published by the University Press of Virginia in the book 

entitled The Moral Foundations of the American Republic.) The 

group found Goldwin's non legal ist ic presentation and responses to 

questions refreshing. 

As we tried to answer the question "what relevance does this 

topic have for the federal government in the 1980s?" we found 

ourselves dealing with five different subjects: rights and duties, 

diversity and multiplicity of interests versus unifying actions, com¬ 

parative performance of constitutional democracies and authoritari¬ 

an systems, morality in the Constitution, and constitutional govern¬ 

ment and foreign policy. 
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CONSTITUTIONAL GOVERNMENT AND FOREIGN POLICY 
Commentary 

What are the implications of a Constitution of, by, and for the 

people in the foreign policy decision making of our federal govern¬ 

ment in the 1980s? In view of the discussions by our seminar group 

and the presentations by Dr. Pfaltzgraff and Dr. Goldwin, this 

question is one of the most crucial facing our government. Certainly 

the economic situation we face is important. It is one of foremost 

concern to our citizenry. And therein lies a reason why designing a 

foreign policy in accord with the Constitution is ranked with eco¬ 

nomic problems. The two are inseparable, yet the man-on-the-street 

rarely thinks of foreign policy. 

This situation leads to a question that must be answered in the 

1980s. How does the federal government arouse the public about 

international tensions without being an alarmist? One member of our 

seminar group has advocated the release of all satellite photography 

in order to give the public a clear view of the build-up of Soviet 

arms. This suggestion merges with Thomas A. Bailey's response to 

the critical symposium entitled "Can Foreign Policy Be Democratic?" 

Bailey reasons that the mass of people can make broad decisions if 

all relevant information can be placed before them, if the issues 

can be fully discussed, if the problems are not too technical for the 

lay mind, and if there is time for democratic judgments to jell. Such 

a theory is in direct contrast to those ideals of Sibley expressed 

earlier in this paper. Consequently, one implication for our federal 

government in the 1980s is the extensive release of foreign policy 

information. The big question here is, of course, how extensive. 

Another implication involves space exploration. We have been 

assured repeatedly that our latest space effort was conducted solely 

for peaceful purposes. Yet we read of accusations by the Soviet 

Union and other Communist Bloc Nations that the space shuttle 

was intended to explore possibilities for space armaments. Again, 

with the debate between Bailey and Sibley in mind, what is the truth 

about our space program? Sibley would require the federal govern¬ 

ment to comply with his five points requiring full disclosure by 

government officials. On the other hand, Bailey's response would 

be that if certain things were done, only then could a democratic 
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approach under the Constitution be implemented. And it is high¬ 
ly unlikely that the if's of Bailey are anywhere near realistic. Con¬ 
sequently, the implications of the pure-Constitution approach to 
foreign policy are idealistic, and we must look again to the morality 
in our Constitution. 

ON RIGHTS AND DUTIES 

Commentary 

One problem facing our society in this decade is that of how to 
deal with an ever-increasing demand for the [perceived] rights of 
its citizens. This concept of rights, has expanded greatly since the 
founding of our nation through a variety of governmental policies 
and actions. Originating with the explicit rights enumerated in our 
Constitution, we have gone on to identify a new range of rights 
through legislative and congressional actions. The effect of these 
actions has been to raise our citizens' expectations of what services 
and facilities their government will provide or safeguard. The mo¬ 
mentum of growth in this area has been especially great since the 
1930s. The expansion of economic and social programs begun in this 
era and continuing through the recent past has created a host of 
governmental entitlement programs. One indicator of the psychology 
of rights is the tremendous growth we have seen in civil litigation, 
much of which arises from rights established through federal legis¬ 
lation and rulemaking. 

As we begin this decade, several facts are obvious. We have recent¬ 
ly been unable to sustain the rate of economic growth to which the 
citizenry has become accustomed. We are beset by foreign and 
domestic problems. There is an increasing dissatisfaction with govern¬ 
mental programs in the social services area. Many believe that the 
levels of regulation and taxation are becoming oppressive. A climate 
for change exists. 

The challenge of the coming years in the area of rights will be to 
avoid imposing undue individual hardship or creating a climate of 
disaffection among large segments of our society, while at the same 
time revising the manner in which governmental entitlement pro¬ 
grams are perceived. These actions will require the compromise 
inherent in our democratic political system and institutions. 
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A key ingredient in this process must be the inculcation of a sense 

of duty in our citizenry. The emphasis upon individual interest must 

be balanced by a recognition of the responsibilities of individuals 

to the society at large. This message must be clearly articulated by 

leaders at all levels and backed up by governmental policies and 

programs. A concept of public service should be enunciated. Where 

appropriate, entitlement to social programs should require some 

form of public service. At a different level, a formal program of 

national compulsory public service should be proposed, debated, 

and enacted. Finally, our presentation of foreign policy issues 

should consistently reiterate the continuing conflict between the 

USSR and the democratic nations of the world. 

MORALITY IN THE CONSTITUTION 
Commentary 

Constitutional government of, by and for the people implies that 

our leaders be effectively under the control of the community, 

speak only truthfully, provide full disclosure of information for 

decision making by the people, provide for full discussion by the 

community at large, and strive to control factors that would effect 

irrational decisions. At least this is one philosophy put forth in the 

readings associated with Dr. Goldwin's presentation. If we examine 

those points and look at Dr. Goldwin's thesis that, since men and 

women are not angels, we cannot expect a true approach in a con¬ 

stitutional democracy, the implications for the federal government 

in the 1980s are clear. 

Dr. Goldwin points out that the framers of the Constitution "did 

not seek devices or measures to prevent all immorality, but rather to 

control its abuses, as consistent with the American character, con¬ 

sistent with the principles of liberty and equality of rights, consis¬ 

tent with the diversity of American ethnic origins and the multi¬ 

plicity of religious sects, and consistent with the entrepreneurial 

energy they sought to encourage." This concept, together with the 

philosophy set forth in the paragraph above implies that the federal 

government must realize that some immoral acts will occur but that 

they must be kept at a minimum. 
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Actions must be taken to ensure that our leaders can answer to the 

five points but with a small probablity of assassination. Quick, ra¬ 

tional handling of such events as Abscam must set the stage so that 

all parties know the consequences of such actions. We must give 

more thought to some of the basic operating procedures to indicate 

to those contemplating immoral acts that these acts are not accept¬ 
able. 

At the same time, actions by the federal government must attempt 

to strike a mean that does not either overly condemn or too easily 

excuse such actions unjustly. And Dr. Goldwin aptly points out that 

the word mean is, at very least, ambiguous. Nevertheless, therein 
lies the challenge and consequently the implication. 

COMPARATIVE PERFORMANCE OF CONSTITUTIONAL 
DEMOCRACIES AND AUTHORITARIAN SYSTEMS 

Commentary 

Several major constitutional issues which bear upon government in 

the 1980s relate to both domestic economics and the international 

struggle with Soviet Communism. Can our system, and similar sys¬ 

tems in other countries, continue to allow the individual rights and 

liberties we have enjoyed in the past while providing satisfactory 

economic performance and holding the line against Communism? 

In this era of international tension, is constitutional democracy, as 

a form of government, on the rise or decline? 

By the end of the 1980s this country will have been governed for 

two centuries under a Constitution which has served us remarkably 

well and which has provided a model of constitutional government 

for many other nations. This record, unmatched by any other 

modern government, attests to the vigor and vitality of our system. 

Indeed, at different times in the past, such as the period after World 

War II, when many former colonies became independent nations, 

the prospects seemed bright for representative democracy to in¬ 

spire ever-growing imitation throughout the world. But recent events 

have been less encouraging. Many promising democracies, such as 

those in Chile and South Korea, have been overturned and replaced 

with autocratic regimes of the left or right. This poses a dilemma in 
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our foreign policy. Is our system one to which we should urge 

other peoples of markedly different cultures to aspire? Should we 

encourage government to follow our pattern or simply befriend 

nations who help us combat Soviet Communism, regardless of their 
own forms of government? 

In the developed countries of Western Europe and in Japan, 

representative governments have survived and generally prospered 

for over three decades since World War II. A generation has matured 

and learned to operate and trust these institutions. But there are 

few countries where democratic institutions are as firmly rooted 

as in the U.S. and England. Threats of left and right wing takeovers 

seem always ready to surface, especially whenever economic con¬ 
ditions worsen. 

Robert Goldwin seems to be cautiously optimistic about the pros¬ 

pects for democratic private enterprise systems compared to auto¬ 

cratic socialistic regimes. But he says that the democracies are 

"beleaguered." Until recently, their actual performance tended 

to be unfavorably compared with the theoretical performance of 

socialistic systems. He notes that enough experience has accumu¬ 

lated with socialistic systems that their performance can now be 

evaluated by both sides. The democracies fare much better in this 

comparison. The failures of the communist system simply cannot 

be excused due to forty years of bad weather! 

In the decade ahead, it will be more essential than ever to under¬ 

stand the strengths and weaknesses of constitutional government. On 

the foreign policy side such understanding will be needed for winning 

and maintaining the support of allies and for knowing where we 

stand when dealing with antagonists. On the domestic side it will be 

needed to help judge what can be accomplished through government 

so that our energies can be allocated among economic, political, 

and social goals with minimum waste. 
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THE U.S. IN THE WORLD ECONOMY: 

COMPETITIVE AGAIN 

William H. Branson 

I. Introduction 

Since World War II, the U.S. economy grew relatively more slow¬ 

ly than that of Japan, Europe, and the more recently developing 

countries. As a result the U.S. has gone from being the dominant in¬ 

dustrial country in the world to being one of several more-or-less equal 
competitors. This was only to be expected, but institutions were 

build at the end of World War II that did not anticipate it. As a re¬ 

sult, the dollar became seriously over-valued in the 1960s, precipi¬ 

tating the crisis of 1971 and the breakdown of the Bretton Woods 

system by 1973. 
A major economic event in the 1970s was the slowdown in the 

growth rate of productivity across the industrial world. It has been 

particularly serious in the U.S. This seems to me to be the major 

economic problem facing the U.S. During the period from 1950-73, 

the population learned to expect real product and income per 

capita to grow by nearly 3 percent per year. Until expectations ad¬ 

just to the new reality, continued inflationary pressure will result. 

During the 1970s, the dollar depreciated relative to major com¬ 

petitors' currencies. This greatly improved U.S. competitiveness 

and stabilized the U.S. share of world exports of manufactures. By 

1980, the U.S. was running a large surplus in its trade in agriculture 

and manufactured goods, offsetting a large part of its deficit in 

petroleum trade. Thus the adjustment mechanism works well, if 

slowly, and the U.S. competitive position has been re-established. 

Princeton University 
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The outline of the paper is as follows. Section II reviews changes 

in the U.S. position in the world economy since 1950. The U.S. 

has moved from a position of dominance to a competitive position, 

as one of a number of industrial centers. This is viewed as a normal 

evolution after the disruption of the 1930s and World War 11. 

Section III reviews the current trade situation and the growth 

in interdependence between the U.S. and the developing economies. 

In its international trade the U.S. is increasingly an exporter of 

capital goods, agricultural goods, and chemical goods, and an import¬ 

er of fuels, autos, and consumer goods. Through these dynamics of 

trade, the U.S. economy is growing in structural interdependence 

with the world economy. 

A consistent view of the U.S. position emerges from the analysis. 

Many of the developing countries are borrowing from an increasingly 

internationalized flow of world saving (partly due to OPEC) and 

investing for industrial growth. They import capital goods from the 

U.S. with the proceeds of the borrowing and in turn sell some of the 

output in the U.S. This results in interdependence through the world 

capital markets and through the exchange of capital goods for con¬ 

sumer goods. This is the trend for the 1980s. 

II. Broad Trends in the U.S. Position in the World Economy 

At the end of World War II, the United States was the dominant 

industrial producer in the world. With industrial capacity destroyed 

or crippled in most other industrial nations, the U.S. produced ap¬ 

proximately 60% of the world output of manufactures in 1950, 

and its Gross National Product (GNP) was 61% of the total of what 

are presently (1979) called OECD countries. This was a transitory 

situation. During the 1950s the European economies recovered and 

rebuilt capacity, ultimately competing with the U.S. in world mar¬ 

kets. Japan entered the competition in a major way in the 1960s, 

and in the 1970s several developing countries became significant in 

terms of aggregate output and trade in manufacturers. 
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Since World War II, Europe, Japan and the LDCs have grown 

faster than the U.S. in real GDP and industrial output, both aggre¬ 

gate and per capita. This has resulted in a shrinking U.S. share of 

world output and exports and a closing of productivity differ¬ 

entials. 
As its competitors' capacity grew faster than that of the U.S., real 

depreciation of the dollar was required to keep trade and current 

account balances in line. This depreciation was delayed by monetary 

arrangements under the Bretton Woods agreements, which resisted 

change in the dollar exchange rate.Thus, instead of a gradual real 

appreciation, a small appreciation appeared in the late 1960s, con¬ 

tributing to a growing trade imbalance. Once the Bretton Woods 

system broke down, a significant real depreciation of the dollar 

occurred during the 1970s, helping to restore balance in trade 
among the industrial countries. 

By 1980, the U.S. has moved from a position of dominance 
to a position of equality or symmetry among groups of industrial 
countries. It share of OECD real GNP is now 39%, and its share of 
world industrial production is about 35%, compared with 35% as 
early as 1963. The U.S. share of world exports of manufacturers 
has fallen from 29% in 1953 to 17% in 1963 and 13% in 1976. The 
weighted real exchange rate of the U.S. (in index terms, 1975 = 100) 
has depreciated from around 83 in 1961 to 116 in 1979. 

In this section of the paper we look at comparative trends in 
production, then at competitiveness and trade, and finally at ex¬ 
change rates. These data show the rise of competition for the U.S. 
and interdependence since the 1940s. 

A. Measures of Trends in Output 

Real GDP per Capita and per Worker— U.S. real Gross Domestic 

Product (GDP) and real GDP per capita have grown more slowly 

than those of the other major industrial countries since World War 
II. Table 1 shows index numbers for real GDP per capita for nine 

major countries: U.S., Canada, Japan, Belgium, France, W. Ger¬ 

many, Italy, the Netherlands and the U.K. The data are indexed to 

1967 = 100. Among these countries, the U.S. and the U.K. are at 

the bottom in growth. The growth rate summary in Table 2A shows 

a general deceleration of growth in the industrial world from 1950 to 

1978, with the U.S. growth rate consistently lower than the others. 
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Tables 2B and 3 show index numbers and the growth rate sum¬ 

mary for real GDP per employed worker, which is a measure of 

productivity. The U.S. growth rate in productivity is relatively slower 

than in GDP per capita. The productivity slowdown of the 1970s 

is obvious in Table 2B. Compare the rows for 1960-73 and 1973- 

79. Productivity growth is markedly slower in the latter period in all 

of the countries shown. Belgium, France, Germany, and the Nether¬ 

lands show the smallest decrease. The U.S. productivity growth 

fell from 2.1 percent per year in the earlier period to 0.3 percent per 

year in 1973-79. 

Tables 1 through 3, as well as the additional data on manufactur¬ 

ing productivity in Branson (1980), document the fact that U.S. 

growth in output and productivity in manufacturing since 1950 
has been slower than that of the other major industrial countries. 

This is the case even before adjustment for the major movements 

in exchange rates and the terms of trade in the 1970s. 

Shares of World Manufacturing Output—Calculation of shares of 

world manufacturing output is difficult because we have little good 

data for the computations. We can, however, calculate the share of a 
given country of the total output of a group of industrial countries 

known to produce perhaps 90% of the world total. Table 4 shows 

shares of total manufacturing output across ten major OECD countries 

since 1950. The method of calculation used was to convert real out¬ 

put by country to a common valuation using the 1967 exchange rate. 

The implicit assumption in this calculation is that the trend in nom¬ 

inal exchange rates followed relative price movements. A second 

way to perform the calculation would have been to use nominal 

output data and convert them at current exchange rates. If the 

assumption that exchange rates follow movements in relative prices 

is correct, the two calculations would be the same. But if the assump¬ 

tion is incorrect, the nominal cum current exchange rate calculation 

will distort the share data. 

In Table 4 we see that the U.S. share of major industrial countries' 

total manufacturing output shrank from 62% in 1950 to 44% in 

1977. Europe gained shares in the 1950s and 1960s, and Japan 

gained since 1955. 

The share data of Table 4 omit manufacturing output in the 

developing countries, including the Southern European OECD. 
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TABLE 4 

SHARES OF TOTAL MANUFACTURING OUTPUT 

IN TEN INDUSTRIAL COUNTRIES 

1950-1970 

COUNTRIES 1950 1955 

Share of Total, % 

1960 1965 1970 1975 1977 

u.s. 61.9 58.1 50.5 50.1 43.6 42.5 44.0 

Canada 3.5 3.4 3.3 3.5 3.4 3.7 3.6 

Japan 2.1 3.5 6.3 8.0 13.1 13.2 13.4 

Denmark 0.7 0.5 0.6 0.6 0.7 0.7 0.7 

France 7.6 7.1 8.1 8.1 8.9 9.8 9.6 

Germany 10.1 14.1 17.2 16.7 17.2 16.5 16.0 

Italy 2.2 2.5 3.1 3.1 3.7 4.3 4.3 

Netherlands 1.8 1.9 2.2 2.1 2.3 2.3 2.2 

Sweden 2.0 1.7 1.9 1.9 1.9 2.0 1.6 

U.K. 8.2 7.2 6.9 5.9 5.3 4.9 4.5 

Source: Department of Labor 
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A major development of the 1970s, however, has been growth of 

output in the "newly industrializing" LDCs (NICs). This has brought 

them into competition with the industrialized countries in markets 

for manufacturing, thus raising fears of a "new protectionism." 

B. Trends in Competitiveness 

With manufacturing capacity and output growing relatively 

rapidly in Europe, Japan, and the LDCs, a significant improvement 

in U.S. competitiveness would have been required to hold the U.S. 

share of world markets. During the period from 1950 to 1970, in 

general, U.S. costs relative to those of its competitors, adjusted for 

exchange rate changes, did not decline. The result was a shrinking 

U.S. share of world trade in manufactures. After 1970, the deprecia¬ 

tion of the U.S. dollar improved U.S. competitiveness by about 

23% (1970-79), and the U.S. share of world manufactures exports 

stabilized at about 13%. 
Table 5 shows a measure of U.S. competitiveness-the ratio of U.S. 

to a trade-weighted average of 14 competitors' unit labor costs, 

adjusted for exchange rate changes. This is an index of cyclically- 

adjusted relative "normal" unit labor cost, computed by the IMF. 

In Table 5, we see a small improvement in the mid-1960s, which was 
eliminated by 1969 when the index stood at 151.2 compared with 

152.6 in 1961. Then the depreciation of the dollar beginning with 

the German float of 1969 brought relative unit labor cost down to 

100 by 1975 and to 93.0 by 1979. 

C. Shares of World Trade in Manufactures 

With competitors' capacity growing and no significant improve¬ 

ment in unit labor cost, the U.S. has lost much of its share of the 

world market for manufactures. Movements in the distribution of 

world exports of total manufactures for the period from 1953 to 

1978 are shown in Table 6. The U.S. share fell from 29.4 percent in 

1953 to 13.2 percent in 1976 and has been relatively constant 

throughout the 1970s. 

During the 1950s, gains were made by Western Europe, especially 

Germany, the CPEs, and Japan. During the 1960s Japan's share 
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TABLE 5 

INDEX OF U.S. WEIGHTED RELATIVE UNIT LABOR COST 

1975= 100 

YEAR RELATIVE COST 

INDEX 

1961 152.6 

1962 151.8 

1963 151.0 

1964 151.2 

1965 148.1 

1966 147.5 

1967 148.1 

1968 151.4 

1969 151.2 

1970 144.8 

1971 137.0 

1972 123.9 

1973 110.1 

1974 105.9 

1975 100.0 

1976 105.0 

1977 103.1 

1978 94.6 

1979 93.0 

Source: International Monetary Fund 
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increased very rapidly while growth of Western Europe slowed and 

the CPEs actually lost market shares. In the 1970s the growth 

countries have been the Asian LDCs, especially the newly industrial¬ 

izing countries. Japan's share has continued to increase but at a much 

slower rate. 

D. Trends in Effective Exchange Rates 

The combination of growing capacity in the rest of the world 

relative to that of the U.S. and roughly comparable cost develop¬ 

ments led to a significant drop in the U.S. share of world exports in 

manufacturing from 1950 to 1970. This in turn built pressure for 

a devaluation of the U.S. dollar. Under the Bretton Woods system, 

a dollar devaluation was effectively ruled out, so the U.S. trade 

balance deteriorated after reaching a peak surplus in the early 1960s. 

Pressure grew and the system broke down in 1970-71; the U.S. 

exchange rate moved to re-establish equilibrium. The real effective 

exchange rate was frozen during the period 1950-70, but has worked 

reasonably well since as an adjustment mechanism. 

Table 7 shows index numbers for the U.S. nominal effective ex¬ 
change rate in column (1), relative wholesale price indexes (WPIs) 
in column (2), and real effective exchange rates in column (3) for 
the period 1961-78. The period breaks clearly into two subperiods: 

1961-70, in which the three series are fairly constant, and 1970-79, 

in which the effective rates depreciate substantially. 

During the 1960s, the U.S. WPI fell slightly relative to the weight¬ 

ed average of those of the other industrial countries, from 102.6 

in 1961 to 98.4 in 1970. This reflects the stable performance of 

relative unit labor cost shown above in Table 5. The effective nom¬ 

inal exchange rate also fell slightly during this period—an up valua¬ 

tion or appreciation of the U.S. dollar as other exchange rates 

moved. Consequently, there was almost no movement in the real 

effective rate as the U.S. lost trade shares. 

Beginning in 1971, nominal bilateral rates began to move sub¬ 

stantially, and the U.S. real effective rate began to adjust. From 

1970 to 1979 the foreign exchange rate of the U.S. dollar fell and the 

index increased from 83.2 to 108.4, as shown in column (1) of Table 7. 
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TABLE 7 

U.S. EFFECTIVE EXCHANGE RATES, 1961-79 

1975= 100 

YEAR 

(D 
Effective 
Exchange 

Rate1 

(2) 

U.S. WP'I 

Relative 
to Competitors 

(3) 

Real Effective 
Exchange Rate 

(3) = (1) --(2) x 100 

1961 85.0 102.6 82.9 

1962 84.3 101.7 82.9 

1963 84.2 99.7 84.4 

1964 84.2 98.2 85.7 

1965 84.2 98.0 85.9 

1966 84.2 98.4 85.6 

1967 84.0 98.7 85.1 

1968 82.6 99.0 83.5 

1969 82.4 99.3 83.0 

1970 83.2 98.4 84.5 

1971 85.5 98.3 86.9 

1972 93.0 98.4 94.5 

1973 101.4 98.3 103.2 

1974 98.9 99.7 99.2 

1975 100.0 100.0 100.0 

1976 95.2 103.1 92.3 

1977 96.2 100.9 95.3 

1978 106.2 93.9 113.1 

1979 108.4 93.0 116.6 

1 This is the inverse of an index of the weighted average of foreign exchange 

prices of the U.S. dollar. 

Source: International Monetary Fund 
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From 1970 to 1974, U.S. price performance roughly matched the 

average of its competitors', as shown in column (2) of Table 7. 

From 1975 to 1977, during the recovery from the 1974-75 recession, 

U.S. prices rose relative to the competitors' index, but this movement 

was reversed in 1978-79. The movements in relative prices since 1974 

have tended to make swings in the real effective rate bigger than 

those in the nominal rate, as a comparison of columns (1) and (3) 

will show. 

Broadly speaking, U.S. price performance has been roughly com¬ 

parable to that of its industrial competitors since 1960. During the 

decade 1960-70, the nominal effective U.S. rate was essentially 

constant (with a small upward creep due to an occasional devaluation 

in one of the other countries), and so was the real effective rate. 

With capacity growing abroad, the U.S. lost trade shares. In the 

1970s movement in the nominal effective U.S. rate has brought 

about a real effective devaluation of nearly 40 percent, and the 

shrinkage of export shares has been halted. It appears that the real 

effective rate has worked as an instrument for adjustment and 

that its movements have come through movements in the nominal 

rate with roughly parallel price performance. 

III. Structural Interdependence with the Developing Economies 

During the 1970s the U.S. and the developing economies, es¬ 

pecially those which are rapidly growing and industrializing, have 

developed a kind of "structural interdependence." U.S. trade re¬ 

flects a trend toward increasing specialization in production of 

capital goods, chemicals, and agricultural products, in exchange 

for imports of fuel, autos, and consumer goods. These trends are 

documented in Branson (1980). 

In its trade with developing countries, the U.S. is experiencing rapid¬ 

ly growing exports of capital goods and imports of consumer goods. 

As the developing countries industrialize, they import U.S. capital 

goods. In 1980 the U.S. surplus on trade in capital goods reacnea 

approximately $45 billion. In exchange, the U.S. imports final 

consumer goods. This interchange is an example of comparative 

advantage at work, making the two sets of economies structurally 
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complementary, or interdependent. The result is increasing ef¬ 

ficiency, in general, but if the process moves too quickly it can 

generate significant adjustment costs. 

The composition of U.S. trade is summarized in subsection A 

below. Subsection B below examines the growth in capital goods 

exports to developing countries, and subsection C looks at U.S. 

consumer goods imports. Subsection D briefly discusses the implica¬ 

tions for specialization, adjustment costs, and policy. 

A. The Composition of U.S. Trade 

At the end of World War II, the pattern of U.S. trade was dis¬ 

torted by radical reduction of industrial capacity in the other major 

advanced countries. Trade in consumer goods provides a good ex¬ 

ample of this distortion. In every year from 1925 to 1938 the U.S. 

was a net importer of consumer goods. But in 1946 the U.S. emerged 

from the war as a net exporter, and in 1947 the surplus on consumer 

goods was $1 billion. As industrial capacity was rebuilt in Europe 
and Japan, the surplus shrank steadily, and in 1959 the U.S. again 

became a net importer, with a deficit in consumer goods that has 

grown steadily since then. This pattern typifies what we see in the 
long-run data on the composition of trade. During the years since 

1950 the composition of U.S. trade has moved back toward its 

longer-run base of comparative advantage. By the mid-1960s we see 

growing surpluses in trade in capital goods, chemicals, and agricul¬ 

ture, and deficits in consumer goods and nonagricultural industrial 

supplies and materials. Trade in automotive products switched from 

surplus to deficit in 1968. 
The U.S. trade position in 1980 is summarized in Table 8. There 

we see U.S. trade in 1979 and in the third quarter of 1980 (annual 

rate) by major categories. 

The surpluses in capital goods and chemicals have grown since the 

period just after World War II. These are clear areas of comparative 

advantage. The deficit on consumer goods we already have discussed; 

that on autos has existed since 1968. The deficit on petroleum and 

the agricultural surplus both became major elements around 1974. 

In 1979, the $58 billion deficit on trade in petroleum was sub¬ 

stantially offset by surpluses of $18 billion in agriculture and 
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TABLE 8 

U.S. TRADE, 1979-80 

($ billions, annual rates) 

Category Exports 
1979 

Imports Balance 
1980 III 

Exports Imports Balance 

Total 185.0 211.5 -26.5 228.1 236.5 - 8.4 

Agricultural 35.4 17.4 18.0 43.8 18.2 25.6 

Nonagricultural 149.6 194.1 -44.5 184.3 218.3 -34.0 

Nonagricultural 

Industrial supplies 
and materials 51.4 109.9 -58.5 62.2 121.5 -59.3 

Petroleum 2.0 60.0 -58.0 2.7 69.1 -56.4 

Chemicals 14.5 4.5 10.0 17.7 4.9 12.8 

Capital Goods 58.2 24.6 32.9 77.6 30.0 47.6 

Autos 17.4 25.6 - 8.2 16.5 28.1 -11.6 

Consumer goods 12.6 30.6 -18.0 16.0 34.3 -18.3 

Military 3.0 3.0 2.9 - 2.9 

Other 7.0 3.4 3.6 9.1 4.4 4.7 

Source: Survey of Current Business, 12/80 
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$13.5 billion in nonpetroleum manufactures, leaving a net trade 

deficit of $26.5 billion. In the third quarter of 1980, the petroleum 

deficit was $56.4 billion, but the agricultural surplus was $25.6 

billion and the manufactures surplus was $22.4 billion, leaving a net 

deficit of $8.4 billion. 

Thus, the petroleum deficit is largely offset by surpluses in agri¬ 

culture and manufacturing. Within manufacturing there is a clear 

division by comparative advantage, with a very large and growing 

surplus in capital goods and smaller but significant deficits on con¬ 

sumer goods and autos and a surplus in chemicals. 

The U.S. economy has responded to the oil price increase, which 

generated a $56 billion deficit by 1980, by expanding its trade sur¬ 

pluses along its lines of comparative advantage. The degree of adjust¬ 

ment is indeed quite remarkable; by 1980 we could nearly balance 

trade overall, with a $56 billion oil deficit. The movement in the 

real exchange rate helped, improving the U.S. competitive position. 

B. U.S. Exports of Capital Goods to Developing Countries 

A striking development in U.S. trade in the 1970s was the accel¬ 

eration of growth in capital goods exports and the surplus in trade in 

capital goods, which reached $45 billion by 1980. During the mid- 
1970s, U.S. exports of capital goods to oil exporters and to industri¬ 

alizing developing countries made a quantum jump. [Branson (1980), 

p. 220] Growth in capital goods exports to these countries con¬ 

tinues to increase and should provide an area of strength for U.S. 

trade in the 1980s. Rapid growth in manufacturing capacity in the 

developing countries is clearly good for the exercise of U.S. compara¬ 

tive advantage in capital goods. 

Table 9 presents data on U.S. exports of capital goods, in constant 

1979 dollars. We see rapid growth in spurts throughout the period 

since 1965. The period 1965-72 saw fairly steady growth from 

$13.6 billion to $24 billion (1979 dollars). Then came a jump in 

three years to $43.5 billion in 1975, a pause until 1977, then another 

jump to $57.6 billion in 1979. 

The data for exports to the developing countries show differing 

patterns of growth since the 1970s. We see a doubling of U.S. ex¬ 

ports to Latin America in 1972-75, a pause, and another jump in 
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1977-79. The major period of growth in exports to the Near East 

ended in 1976. The growth in South Asia has been irregular, with 

a surge in 1976-79. Southeast Asia resembles Latin America, with a 

jump in 1972-75, a pause, and another jump in 1977-79. Exports to 

Africa peaked in 1976. The general impression is that exports of 

capital goods to the Near East and Africa follow jumps in the oil 

price, and that exports to Latin America and South and Southeast 

Asia are tied to growth in manufacturing output in those areas. In 

1970, exports to the developing areas shown in Table 9 were 30 

percent of total capital goods exports; in 1973 this share was 32 

percent, and by 1979 it was up to 41 percent. 

Table 10 gives the growth rate summary for total capital goods. 

Let us focus on the period 1973-79. During those years, U.S. real 

GNP grew at an annual rate of 2.8 percent. Total capital goods 

exports grew at 10.4 percent. The share of LDC exports was rising 

over the period. As we run across the columns in Table 10 for 1973- 

79, we see that exports of capital goods to each developing country 

area except Africa grew faster than the total. Thus, in the 1970s 

capital goods exports grew much faster than total U.S. demand, 

and the share of the developing countries as a market for capital 

goods exports grew. Growth in manufacturing capacity in the de¬ 

veloping countries, based significantly on international borrowing, 
appeared as demand for exports of capital goods in the U.S. 

C. U.S. Imports of Consumer Goods from Developing Countries 

U.S. imports of nonautomotive consumer goods have grown 
more and more rapidly in the 1970s. By 1980 the overall deficit 
in trade in this category was $18 billion, small in comparison to the 
capital goods surplus, but still significant. U.S. imports from develop¬ 
ing countries grew from 25 percent of total nonautomotive consumer 
goods imports in 1970 to 50 percent in 1979. Thus as U.S. imports 
of consumer goods from developing countries grew in the 1970s, 

U.S. exports to them provided the basis for expanding these con¬ 

sumer goods industries. To some extent, the growth of consumer 

goods imports in the U.S. released resources to provide for the ex¬ 

pansion of capital goods exports. The U.S. economy became in¬ 

creasingly interdependent with the economies of the developing 

countries. 
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Table 11 presents the data in U.S. imports of nonautomotive 
consumer goods in constant 1979 dollars. We see fairly steady 
growth in total imports of nonautomotive consumer goods except 
during the recession year of 1975 and the growth recession that 
began in 1979. In the data for imports from Latin America we see 
a quadrupling from 1970 through 1974, a drop in 1975 and more 
gradual growth since. Imports from the Near East and South Asia 
show steadier growth paths, with South Asia the steeper. Imports 
from Southeast Asia doubled from 1970 to 1974, paused in 1975, 
and then doubled again by 1979. Imports from Africa increased 
fivefold from 1970 through 1979 The share of the LDCs in total 
U.S. imports of nonautomotive consumer goods ran from 25 percent 
in 1970 to 33 percent in 1973 and 50 percent in 1979. Their total 
of $15 billion in 1979 was much less than U.S. exports of capital 
goods to them—$24 billion in 1979. 

The growth rate summary of Table 12 shows U.S. total imports 
of nonautomotive consumer goods growing at an annual rate of 6.2 
percent from 1973 through 1979, again faster than total real de¬ 
mand. Imports from each developing country area grew substantial¬ 
ly faster, as their share increased. Thus, as manufacturing capacity 
grew in the developing countries in the 1970s, their output found a 
market in the U.S. 

D. Summary and Questions for Policy 

In its trade with developing countries in the 1970s, the U.S. 
has become increasingly complementary and specialized. The overall 
composition of U.S. trade has moved increasingly toward export 
surpluses in capital goods, agricultural goods, and chemicals, with 
deficits in autos, consumer goods, and fuels. By 1980, the U.S. 
had surpluses on manufactured goods and agriculture of $30 billion. 

In its trade with the developing countries, the U.S. is increasingly 
an exporter of capital goods and an importer of consumer goods, 
with a surplus on this exchange of about $9 billion in 1979. This 
fits well with basic notions of comparative advantage, and it re¬ 
flects an efficient reallocation of resources in the U.S. 

This increase in structural interdependence with the developing 
countries fits into the picture of borrowing and growth in the de- 

138 



T
A

B
L

E
 1

2:
 

IM
P

O
R

T
S
 O

F
 C

O
N

S
U

M
E

R
 G

O
O

D
S

(N
Q

N
F

O
O

D
, 

N
O

N
 A

U
T

O
M

O
T

IV
E

) 

Critical Issues & Decisions 

LU 
H 
< 
cc 
I 

cc 
e> 
LU 

e? 
< 
cc 

> 
< 

< 
z> 
2 
2 
< 

CO 
O CM V- q 

d d LD r—: d 
< CN CNJ CN 

. CT5 r^ i"- o 
LU ^ CN CO Csi o 

w < 
CN CN 

3 .2 CO CD CN 05 

LD 'sf 00 
oo CNJ CN CN 

5- +-» CD CD O CO 
cu ^ 

1"^ CO CD CO 
2 UJ 

co 
£ £ 
3 ^ <— CNJ o q q 

O ® CO CO CD V— 
co £ CN CNJ CO <— 

< 

"co r> 05 cn LD 

C/5 £ cn 'nT CO CD CO 

D H 

o LD 00 05 CD 
K i"- 

lo 6 6 CO LO 
CO CD 
<« O) CD 05 05 05 
> *— <— *— '— S

o
u
rc

e:
 

T
ab

le
 1

1 



Critical Issues & Decisions 

veloping countries. As the industrializing developing countries bor¬ 

row internationally to finance growth, they buy capital goods from 

the U.S. In turn their manufactured consumer goods find a market 

in the U.S. The picture of interdependence through capital markets 

and through industrial structure is consistent and probably efficient 

in the long run. 

The rapidity of change in the structure of trade, however, raises 

difficult problems of adjustment in the U.S. The reallocation of 

resources is efficient in the long run, but it imposes adjustment costs 

in the short run. If the long run efficiency gain is to be realized, 

some of it should be redistributed to the short run losers through an 

effective program of adjustment assistance. This would make the 

resulting interdependence socially efficient, as well as politically 

easier. 
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IMPLICATIONS FOR THE FUTURE 

Commentary 

The 1981 version of the seminar on "Critical Issues and Decisions 

for Government Executives" focused on four specific areas: the 

domestic economy, foreign policy, Constiutional government, and 

the role of the U.S. in the international economic situation of the 

future. 

In seminar discussions, the lines between the subject areas were 

often crossed. Indeed, that is the first conclusion we reach: that 

these subjects are inextricably interrelated. The future is not really 

a separate topic, but a critical dimension of every issue examined in 

this seminar. 

There was considerable discussion of whether it is worthwhile to 

attempt to think about the future, beyond the two- to three-year 

planning agenda of most elected and appointed federal officials. 

We reach the conclusion that it is essential to attempt to look further 
ahead than that. 

Prediction of future events or trends is an inexact process, to say 
the least. But medium-term projection, periodically updated, pro¬ 

vides a helpful perspective in which two- to three-year policy, pro¬ 
gram, and budget planning can be better done. In addition, we be¬ 

lieve that identifying emerging issues of potentially national im¬ 

portance requires a disciplined effort to look from ten to twenty 

years ahead. 
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A most fundamental question facing all of us on concerns for 
foreign policy and defense is this: "Will we be alive in a United 
States that is essentially the same political and economic entity it 
is today?" 

We believe that the military power and capability of the USSR 
has increased rapidly in relation to that of the U.S. Whether it now 
exceeds, or will soon exceed, that of the U.S. may not really be 
pertinent. If the Soviet leaders perceive a sufficient advantage, that 
may be enough to cause further, even more aggressive moves, in areas 
we consider vital to our security (e.g., the Middle East) or against 
the U.S. itself. 

After some years of experience as federal government executives, 
we are well aware that simply appropriating more money for "de¬ 
fense" will not necessarily result in a leaner, tougher, more capable 
armed force. The U.S. cannot afford to go through another period 

in which we permit our military capabilities, relative to the USSR 

and its client states, to deteriorate significantly. Let us rather in¬ 

crease our defense capability, shore up our existing alliances, and 

make new alliances. 

Since most economists appear unable to explain our present 

domestic economic situation, we seriously question the wisdom 

of attempting to "manage" various aspects of the economy when 

we really cannot account for what has happened under the "man¬ 

agement" of our economy today. Therefore, we believe that, in 

general, much less emphasis should be placed on fine-tuning the 

economy by the federal government. 

We do not advocate the "growth at all costs" policy. Nevertheless, 

in our opinion, a policy of planning based on the expectation of 

growth in the economy is necessary. We recognize that growth rates 

will vary over a period of time and that in the future our maximum 

growth rates may not be as high as they have been in the past. 

The recommendation of the Commission on "National Agenda 

for the 80's—that the federal government act to achieve greater price 

stability—is hard to oppose in principle. It is what the whole thing 

is about! But we think that the proper environment to achieve these 

ends calls for substantially less federal government action, not more. 

We also strongly endorse this panel's recommendation that "govern¬ 

ments at all levels should make greater efforts to improve their own 

productivity." 
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Dr. William H. Branson emphasized the macroeconomics of inter¬ 

dependence between the U.S. and the developing countries in the 

future, and he attempted to place in perspective the "bad" inter¬ 

national trade position of the U.S. today. His view is that the U.S. 

share of the market and our relative influence in world trade is 
only now returning to a more normal level. It is a mistake to expect 

continuation of the almost absolute dominance of the U.S. in the 

late 1940s and the 1950s, which was due to the destruction of much 

of the productive capacity of the industrialized nations. Therefore, 

we agree that it would be impossible for the U.S. to retain the 

level of dominance it once had and that our percent of the world 

market today may be close to that which we can normally expect. 
Coincident with the slowdown in economic growth in the U.S., 

as Dr. Branson points out, is a worldwide slowdown in the growth 

of economies. He states that the rate of productivity in the world, 

generally, has fallen by one-half and nobody knows why. There are 

some statistical data that suggest this is the result of cyclical factors 

and that approximately every 50 years (again for reasons no one can 

determine) productivity rates decline generally. 

Dr. Branson's conclusion that the U.S. economy in the futrue 

will be much more interdependent with the economies of the de¬ 

veloping countries seems reasonable and acceptable. He states that 

U.S. industry today is much more competitive in the world market 

than it was in 1971, but with a special difference. Market, and other 

forces, are pushing the U.S. more and more into product specializa¬ 

tion. He produced data to support his contention that the U.S. 

export of capital goods is growing faster than our Gross National 

Product. He also convincingly shows that much of this export of 

capital goods is going to developing countries from whom we import 

consumer goods and who borrow from OPEC countries to make up 

the deficit, if necessary. 
As product specialization in the world market proceeds, the U.S. 

will inevitably become more vulnerable to the cutoff of trade from 
other nations from which we buy specialized products or raw materi¬ 

als. From a strictly economic point of view, we agree that it is ef¬ 

ficient for countries to specialize in what they produce best and to 

permit the market to freely determine that factor. However, for 

national defense reasons, we cannot permit particular industries 
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(e.g., the auto or ship building industries) to deteriorate completely 

or to the point where they could not supply minimum defense needs 
if the supply of such equipment is cut off from other sources. 

The process of "specialization" in production and marketing is 
a natural and "efficient" response to free market operations. It is 
politically unfeasible to permit it to operate totally. This is true 
not only from a national defense view. Major social dislocations 
may occur as the result of industries, or major portions of them, 
dying. We do not believe that any significant changes can come 
about in the economy of the nation without social cost to some¬ 
body. How that cost and dislocation can be cushioned is a legitimate 
concern of the federal government, provided it is understood that it 
is not possible to protect every individual from the effects of such 
dislocations. 

In the Federalist Papers, James Madison (writing as "Publius") 

explicitly stated that the Constitution was conceived as the basis 

for government by human beings—not angels. He and the other 

framers of the Constitution concerned themselves with structuring 

a government which would work in the presence of a great multi¬ 

plicity of interests, opinions and religious sects, in a way that would 

make it difficult for such groups to combine into an oppressive 

majority that could be sustained. The amendment process is one of 

the safeguards against major changes in our basic structure of govern¬ 

ment by "oppressive majorities," which hold together for a relatively 

short time. 

Dr. Goldwin also makes a persuasive case that very few, if any, 

specific "rights" should be defined or guaranteed in writing in a 

Constitution, because every such explicit "right" requires the govern¬ 

ment to intrude into the private lives of citizens to assure it. He 

further concludes that "what really secures the rights of individuals 

is the denial of power to government." (The Constitution of the 

USSR is offered as an example of an extensive list of "parchment 

rights" which provides the government legal sanction to reach into 

"the totality of human activity" of its citizens.) 

Probably in every decade of our nation's history, some set of 

circumstances has caused substantial pressure for changes in our 

Constitution out of frustration over the slowness with which our 

representative democracy works (which is one of the chief safeguards 

of individual liberty and rights) or because of some "clear and 
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present danger." Time has, in most such instances, provided that the 
basic structure was sound for the long run. 

We accept the view that the Constitution does not rely on virtue 
in public servants, or the general public, to work. Americans should 
continue to recognize and loathe immorality, wherever it appears. 
But this does not mean advocating the kind of moral extremism 
which would pronounce anathema upon every person or government 
that does not meet our collective standard of morality. We can eject 
from office, and otherwise punish, our own citizens for illegal or 
immoral acts; other nations present a different problem. 

A a practical matter, we should neither ignore such conduct 
(which might prolong it) or take the extremist position and sever 
relations, cease economic or military aid, take sanctions, or, finally, 
go to war because of it. We should usually follow a middle course, 
sensitive to our long-term "vital interests," while working to ameli¬ 
orate the problem without taking extreme positions that in the long- 
run would endanger the liberty and human rights of Americans. 

In conclusion, we face the future of the United States with con¬ 
siderable concern because of the magnitude, complexity, and stub¬ 
bornness of the domestic and international problems before us and 
their potential impact on us as government employees, and on our 
families. Yet we face that future with more optimism than in the 
recent past. 

We cannot know whether the combination of actions and policies 
called "supply-side economics" will work effectively. We lack knowl¬ 
edge and facts to fully endorse the economic policy prescription 
offered. We feel the government should presently be considering 

"second-best" alternatives in case these economic policies fail to 

work. 

We recognize that Administration spokespersons are unlikely to 

talk about alternatives, in case their solutions to our economic 

problems does not work adequately, at least not while they are try¬ 

ing to get it through the Congress. But we preseume that somebody 

in the Administration must prepare for contingency action if results 

fall far below expectations. That would not be disloyal; it would be 

judicious and responsible. 

The nation is in an up-beat mood, which may well provide the 

unmeasurable, unaccountable something extra (of which economists 

seem so skeptical) that will return to us a sense of well-being and 
pride. 
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